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te of the New Deal 


PLAINING the policies of the 
ninistration to the people of 
United States in a radio ad- 
7, 1933, President Roose- 
‘It is wholly wrong to call 
that have taken 
t control of farming, control 
, and control of transporta- 
a partnership be- 
vernment and farming and 
ind transportation, not part- 
profits, for profits would still 
itizens, but rather a partner- 
anning and a partnership to 


d out.” 





rec 
i 


we 


rather 


the plans are carrie 
President sounded the key- 
‘ New Deal. 
evident that this 
taken literally. 
sociation of persons for the 
profit, in which the members 


statement 
A partner- 


principal and agent and 
[f 
joint pursuit of profit, and 


ks as well as the gains. 


n to share losses, there is no 





in the strict and legal sense 
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NEW PARTNER 


A 


By ARTHUR N. HOLCOMBE 


cause 


of the term. But there is no 
here for contention over the meaning 
of words. Allowance must be made 
for the exigencies of political leadership. 
The immediate task to lead the 
country out of a great depression. To 
this end it was believed to be necessary 
to stir the public to new and more 
determined efforts and the same 
time to allay the fears which the de- 
pression had produced. It was clear 
that the President had in mind the 
establishment of a new relationship 
between government and_ industry. 
The precise nature of that relationship 
could be more conveniently revealed on 


was 


at 


another occasion. For the moment, 
he chose to call it a partnership. That 
is manifestly a figure of speech. There 


is ample precedent for such use of the 
term. Marriage, for instance, is some- 
times called a partnership, in which 
husband and wifeare partners. Clearly 
it was not such a relationship that the 
2 

>ut 


bring 


had in mind. 
to 
happier relationship than that which 


President presum- 


ably he intended about a 


201 
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had previously obtained, and his choice 
of a word was well suited to his purpose. 
here would be time enough, as the Ad- 
ministration program should be trans- 


lated into Acts of Congress, to give 
the idea of partnership more definite 
content. 

The great merit of the idea of 


partnership as the keynote of the New 
Deal was its suggestion of cooperation 
between and industry. 
Government 
ideas which the President 
to repudiate—were much more familiar 
to his hearers than the idea of part- 
nership. But they possessed much 
less agreeable connotations. ‘They sug- 
gested repression rather than the release 
of fresh enterprise. And the release 
of fresh enterprise constitutes the very 
essence of from depression. 
Cooperation, happily, is no exclusive 
It may be open to any 
Farmers may hope 


government 
regulation and control 
was careful 


escape 


relationship. 
one to cooperate. 


by cooperating with government to 
gain access to markets upon more 
favorable terms. Business men may 


hope to gain protection against ruinous 
competition. Labor may hope for a 
larger share in the value of its product. 
Such hopes may well lead to new and 
more determined efforts on the part of 
all concerned. ‘They may well release 
fresh enterprise from the bondage of 
depressing fears. 

The hope of the Administration itself 
turned towards more effective govern- 
ment participation in economic plan- 
ning. Under the Old Deal planning 
had not been the business of govern- 
It had been primarily the busi- 
ness of business. But such planning as 
there was had been badly managed. 
American individualism was not favor- 
able to systematic and concerted plan- 
ning. Such inclination to plan as 
might have existed was discouraged by 


ment. 































the antitrust laws. The Roosevelt 41. 
ministration now proposed to sae 
end to the old individualism in qo ¢ 
as it should be necessary to bring a} 
better planning. It was this pur 
which gave the New Deal its rad; 
and aggressive spirit. From this spi-: 
the idea of partnership was materialize; 
into the new relationship ) 
governmentandindustry. What for 
the new relationship has actually take; 
and how greatly they differ from t! 
old, are disclosed by the measu 
which were presently enacted int 
and the which have 
developed administration 
these laws. 


het 
VC TWeer 


policies 
in the 


Direct Government Ownersh 
Business 

Examination of the measures 
by the Roosevelt Administratio1 
pursuance of the New Deal reveals f 
principal forms of relationship betwee: 
government and industry. ‘The first 
direct government ownership « 
try. This may result either in g 
ment competition with privately-ow: 
industry or in the complete substitut 
of government for private enterprise 
a particular field of activity. 
most striking case of the latter situati 


is the management of the curre! 
The Government has always posses 


the power to coin money and regulat 
its value. From time to time ( 
tent of the dollar, but has left the: 
lation of its value to the law of deman¢ 
and supply as enforced by the nati 

bankers and business men. 1! 
lapse of the banks a year ago 
strated the incapacity of the bank 
and business men to maintain a reason 
ably stable purchasing power ior t 

dollar and compelled the Government 


NON S!- 


to assume a larger measure ot res{ 


i 
~ 
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continued management. operations of the Roosevelt Adminis- 
ssession of the country’s tration. An outstanding example is the 
{ bullion, the Treasury has ‘Tennessee Valley Authority, a corpora- 
a part of the activities of tion modelled upon the Port of New 
erprise in this particular York Authority and the New York 
lustry. The Public Works State Power Authority. These are 


cewise has put the Govern- agencies with which President Roose- 
tly into business in sub- velt became familiar while Governor 
r or in competition with of the State of New York, and found 
rprise. This is happening well suited for their purposes. The 


pectacular manner in the Public Works Administration has or- 
ric power industry. But ganized an Emergency Housing Cor- 
pments involve no new poration, and the Emergency Relief 
between government and Administration has organized a Federal 
[hey merely extend the Surplus Relief Corporation for greater 
old relationship. The convenience in the transaction of cer- 
has long possessed a monop- tain of their affairs. ‘The Farm Credit 
business of carrying the Administration controls a variety of 
the management of the financial corporations, engaged in the 
ld reserve by the Govern- refinancing of farms and the handling 
production of hydroelectric of farm products. The Federal De- 
a large scale, though shocking posit Insurance Corporation and the 
to minds with settled habits Home Owners Loan Corporation are 
t, adds nothing to the idea of other examples of government busi- 
hip between government and ness corporations engaged in financial 
operations. 
The most important of the gov- 
ernment financial corporations is, of 
relationship between gov- course, the Reconstruction Finance 
industry under the New Corporation, which was organized by 
ch like the first in effect, the Hoover Administration. The Re- 
ferent in form. This is the construction Finance Corporation was 
established by the organi- modelled upon the War Finance Cor- 
business corporations, in poration, organized by the Wilson 
Government owns the stock Administration to assist in financing 
nts the directors. In form American industry during the World 
rnment corporations resemble War. Its existence demonstrates that 


nt Business Corporations 


wned and directed corpora- the government business corporation 
nized, as a rule, under the’ represents no new relationship between 
District of Columbia or government and industry. In fact six 


states. Ineffect they enable of these corporations were organized 
rnment to control the affairs by the Wilson Administration during 
enterprise and influence the World War, and others, such as the 

of the whole industry with Inland Waterways Corporation, were 
nterpriseisconnected. ‘The organized during the interval between 
rporation has become a_ the World War and the great depres- 
nstrument for the business’ sion. Regarded as agencies of govern- 
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mental enterprise, they possess some 
bvious advantages over the ordinary 
bureaucratic form of organization and 
some less obvious disadvantages. ‘The 
extensive use of the corporate form of 
organization for the administration of 
public business under the New Deal 
is a significant development in the sci- 
ence of government. It might be made 
the means for a real partnership be- 
tween government and industry. But 
actually this has not yet been at- 
tempted. The new relationship be- 
tween government and industry must 
be sought elsewhere. 


Licensing Power of the Government 


\ third form of relationship is that 
which results from the use of the licens- 
ing power. By means of this power the 
Government enables the holder of the 
license to engage in a business upon con- 
ditions prescribed by itself, reserving 
the right to put an end to the engage- 
ment at discretion. The amount of 
discretion retained by the Government 
may vary widely, but the result is to 
give the Government a more or less 
arbitrary authority over the initiation 
and the termination of the activity as 
well as over the methods of operation. 
The licensing power is one of the oldest 
forms of government regulation and 
control. The only novelty in its use by 
the Roosevelt Administration, if it be a 
novelty, consists in the wide range of 
business activities over which the power 
may be exercised and the great extent 
of the discretionary authority which 
has been conferred upon the Adminis- 
tration. A few examples will illustrate 
the possibilities of this mode of regula- 
tion and control. By an Executive 
Order, dated April 20, 1933, the Secre- 
tary of the Treasury was authorized 
‘in his discretion and subject to such 


regulations as he may prescribe” to 
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license exporters of gold and bullio, 
Thus, the Treasury obtained the pe ae 
to regulate and practically to contro) 
large part of the business of foreion 
exchange. By the Agricultural Adiye. 
ment Act of May 12, the Secretary 
Agriculture is authorized to issye 
censes permitting processors to engap, 
in the handling of any agricultur, 
commodity subject to such terms 
may be necessary to eliminate unfg 
practices or charges that prevent t} 
restoration of normal conditions in : 
marketing of such commodities. 1 
Act certainly gives the Secretary ap 
extraordinarily wide discretion. 
what lengths the Secretary may g¢g 
regulating and controlling an industr 
by means of such licenses is we 
illustrated by the form of license issued 
to those concerned with the C 
Fair Competition for the Distil 
Spirits Industry. By superimposing 
the Federal Alcohol Control Adn 
tration upon the Code Authority 
that industry, the Roosevelt Admini: 
tration has secured a degree of « 
over the manufacture and wholesaling 
of hard liquors which must ast 
some of the supporters of the T'went 
first Amendment. 

The National Industrial Recover; 
Act of June 16 confers a similar licensing 
power upon the President in order 
make effective the codes of fair 
petition in the nonagricultural 
dustries. In this Act it is provid 
that, if deemed necessary, no pers 
shall engage in any specified business 


without a license “‘issued pursuant | 
such regulations as the President m 


prescribe.” The exercise of this | 
was restricted to the period oi 
after the enactment of the law, 


T> 


which period the orders of the P! 


“eS 


suspending or revoking a license 
be final, if in accordance with 
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ties were provided for their 


Such drastic powers of reg- 


1 control certainly cannot be 


sident had in mind when 
a partnership between 
and industry. They in- 
new relationship between 
hey merely exploit an old 
The great caution which 


nt has shown in exercising 
, powers indicates that it is 


as these that the spirit of 
al is to be judged. 


and Control by Executive 
Orders 


rm of relationship is that 


tains between the Government 


tries subject directly to reg- 


® 


trol by executive orders 
The regulation and con- 
ads by the Interstate 
mmission is the outstand- 
yn of such a relationship. 


ywever, would describe this 


as a partnership. The 
radio address of May 7 
in explicit disclaimer of the 
infuse the spirit of this 
into the measures of the 
Nevertheless, some of the 
asures of the Administra- 
ught about a noteworthy 
powers of direct regula- 
ntrol. ‘The Securities Act 
idy instance of this result, 


roposed legislation for the 


f stock exchanges points in 


lirection. The Emergency 


of March g and the Glass- 
are other measures which 
led the regulatory powers 
velt Administration. It is 
rmer, incidentally, that the 

of a literal partnership 
ernment and industry has 


By purchasing preferred 





stock in reopened banks the Recon- 
struction Finance Corporation has be- 
come a kind of limited partner in such 
banks, and if its directors, together with 
the members of the Federal Reserve 
Board, do not already possess all the 
authority they need over the members 
of the national banking system, they 
might utilize the opportunities afforded 
by such a partnership to increase their 
influence upon the management of the 
banks. In fact the further extension 
of federal control over the banking 
business is more likely to be accom- 
plished by fresh legislation of the ordi- 
nary regulatory type. Despite the 
President’s disclaimer, the method of 
direct control through executive orders 
and decrees is too convenient to be 
abandoned by an administration which 
is heavily committed to a policy of 
more stringent regulation of private 
industry. 


A New Relationship—Partnership in 
Planning 


There remains the form of a relation- 
ship established by the marketing agree- 
ments and codes of fair competition 
which the Administration has fostered 
under the Agricultural Adjustment Act 
and National Industrial Recovery Act. 
There can be no doubt that these 
agreements and codes have brought 
into existence a new relationship be- 
tween government and industry. ‘The 
parties to the agreements and the 
members of the codes have formed 
combinations, which under the Old 
Deal surely would have been regarded 
as in restraint of trade. ‘This is most 
clearly evident in the case of the mar- 
keting agreements arranged under the 
terms of the Agricultural Adjustment 
Act. They are expressly designed to 
restrict Output and raise prices. The 
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reements for the rice and fostered combination in restraint 


lit industries, for example, trade is not to become an 
trate very plainly the possibilities monopoly, it must avoid the 
f production limitation and price fix- tionable attributes of monopoly. |] 
ng which these government-fostered instance, it must not raise prices bey 
mbinations have opened up. They areasonablelevel. For the agri 


ro far beyond the arrangements for industries the AAA prescribes a st 
leasing land from farmers in order to ard of reasonable prices, namely, t 
take it out of production, or paying prices which will secure for the farn 
money for the reduction of certain’ the equivalent of the purchasing- 
crops, which are authorized by the of his basic crops at a stipulated 
ame Act. The latter are merely a_ period. For other industries the NR! 
new and intricate form of bounty, which prescribes no definite standard, 

s an old device for the regulation of fair inference from the language 
igricultural enterprise. But in the Act is that the prices of ind 
ase of the marketing agreements, the products must not exceed fair 
Government not only becomes a kind tive prices. ‘The problem of prev: 
partner in the agreement, by spon- monopoly, therefore, resolves it 
oring and approving it, but also gives a problem of maintaining fair 


ts partners a privileged status by ex- tion. Fair competition may b 

empting them from the antitrust laws. tained by three different met! 
In the case of the codes of fair competi- by licensing competitors wh 
ion, framed under the authority of the fairly, and excluding others 
NIRA, the purpose to limit production industry; (2) by authorizing 
nd raise prices is less clearly expressed. such as the Federal Trade C 
But it is implied in the spirit of the to require competitors to « 
\ct and consummated in the same _ desist from unfair practices; 
manner as in the Agricultural Adjust- appointing public officers to tl 
ment Act by the suspension of the anti- ing boards of government 
st laws for the period of the emer- combinations with a view t 


rency. It is this suspension of the unfair competition before 
antitrust laws and participation by the The last of these three is the 
\dministration in combinations in re- which the Roosevelt Admit 
straint of trade which constitute the has initiated and upon whic! 
first principle of the new relationship to rely chiefly for the necessary 
between government and industry. tion against monopoly. It is 
The second principle of the new which entitles the Administrat 
relations| ip IS ¢ losely related to the speak of this aspect of the New D 


first. ‘The combinations which the a partnership between govern! 
Government fosters, though exempted industry. The public repr 
from the antitrust laws, may not be- upon the Code Authorities 


come monopolies. This provision of substance of the bond betw 


the AAA and NIRA has already caused partners. 

yme confusion and controversy, and The third principle of the 
will doubtless cause more before the tionship between government 
emergency passes, but its intent seems dustry follows inescapably 
easonably clear. If a government- second. If the Government 





BUSINESS TAKES A NEW 


in the process of 


competitive prices, it 


. larger measure of respon- 
xing the compensation of 

factors in production, 
he rates of interest and of 
Federal Government has 
d an influential 
interest rates through the 


Reserve 


vi ice in 


Federal 
depressi yn it 


I the 


the has 
increasing influence over 
nd credit market through 
Reconstruction 
The recent crea- 


ns of the 
ration. 
rm Credit Administration 
Loan Bank Board makes 

will 


t the Government 
important share in the 
fixing the 
indefinite period 
The determi- 


tor rate ol 


beyond 
emergency. 
ites of wages encounters 
ities. In pursuance of 


mbodied in the NIRA, the 


taken two long 


has 
field of wage determina- 
has set up schedules of 
maximum 

nches of industry. 
that 
ight of bargaining with 


igi 


hours 
Sec- 


: | 
anda 


guaranteed labor 
through representatives 
un- 


oice. There is an 
eness in the provisions 
relating to collective 
‘en capital and labor, 
dy caused much friction 
and there will doubt- 
friction between 


nore 


+ 


he full implications of 
ire generally understood. 
the Govern- 


gation 


upon 

There can be no satis- 
s for the establishment of 
e prices, for the products 


have taken in the 


PARTNER 
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yartner, that 
and com- 


Government as a new 
does not include systematic 
prehensive arrangements for the estab- 
lishment of fair wages. Partnership 
between government and industry in- 
volves the recognition of labor also as a 
kind of partner. 

It is fair to presume that this was 
the new relationship which the Presi- 
dent had in mind when he spoke of a 
partnership between government and 
industry in his radio address of May 7. 
It was to be, as he said, no ordinary 
should be a 


partnership. It partner- 


‘in planning” and a partnership 


ship 
“to see that the plans are carried out.” 
> . “ee 1 : 

But planning, as commonly understood, 
means something more than devising 
plans for recovery from a depression. 


] 


It means devising plans also for main- 
taining prosperity after recovery from 
depression. The Agricultural Adjust- 
ment Act and the National Industrial 
Recovery Act, however, are limited to 
the duration of the and 
in the case of the latter Act to not more 
Only 
in a very restricted sense of the term, 


they be described as 


emergency, 
than two years in any evert. 
therefore, can 
measures providing for partnership in 
planning, unless it be assumed that the 
principles of the new relationship be- 
tween government and industry were 
intended to become permanent policies 
United States. If the AAA 
NIRA be regarded merely 
as temporary expedients to promote 
the relationship _ be- 
tween government be- 
comes merely a transitory phenomenon 
As such, it would be 
an interesting experiment, but 
justify 


of the 
and the 


recovery, new 


and industry 


of the depression. 
har i 
important enough to 
ordinary attention amidst the thror 


1 the Administra- 


1 
} 


ol expedients to whic! 
yrtunes of 


tion has resorted. If the f 


this partnership receive extraordinary 


i 
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attention, as they have, a partial 
explanation must be a widespread be- 
lief that the new relationship may 
prove permanent. Believing, as many 
do, that the partnership in planning 
will survive the depression, they are 
bound to regard the experiment as 
much more than an emergency measure 
of relief and recovery. It becomes a 
great adventure in government. 


Political Function of Code Authorities 


Rugged individualists, doubting the 
necessity or propriety of extending the 
sphere of government into the adminis- 
tration of profit-seeking industry, nat- 
urally view such an adventure with 
alarm. ‘To those of them who, like the 
late President Harding, have “‘meant 
to have less of government in business,” 
there is a passage in John Stuart Mill’s 
Principles of Political Economy that 
should furnish food for thought. This 
passage, which occurs in the magistral 
chapter which treats of the grounds 
and limits of the /aissez-faire or non- 
interference principle, has not received 
the attention in modern times that it 
deserves. ‘‘ The third exception which 
[ shall notice, to the doctrine that 
government cannot manage the affairs 
of individuals as well as the individuals 
themselves,”’ Mill observes, ‘“‘has refer- 
ence to the great class of cases in which 
the individuals can only manage the 
concern by delegated agency, and in 
which the so-called private manage- 
ment is, in point of fact, hardly better 
to be called management by the persons 
interested, than administration by a 
public officer.”” Mill thereupon pro- 
ceeds to set forth his reasons for 
believing that the differences between 
‘delegated agency,” that is, the ofificers 
of business corporations, and gov- 
ernment officers are commonly ex- 


HARVARD BUSINESS REVIEW 


















aggerated, and that the defects 
government management are not heces. 
sarily greater than those of manage. 
ment by business corporations. 
Mill’s view concerning the unrepre. 
sentative character of much corporate 
business management will seem 
pressively prophetic to readers of such 
modern works as W. Z. Ripley’s Mair 
Street and Wall Street or A. A. Berle. |; 
and G. C. Means’ The Modern Corpora. 
tion and Private Property. The aroy- 
ment, by means of which Mill disposes 
of the obvious objection to his view. 
though written more than eighty-five 
years ago, has a strikingly modern 
ring. ‘“‘It may be objected,” he wrot 
“‘that the shareholders, in their co! 
lective character, exercise a certain 
control over the directors, and hav 
almost always full power to remove 
them from office. Practically, how- 
ever, the difficulty of exercising 
power is found to be so great, that it 
hardly ever exercised except in cases 
such flagrantly unskillful, or, at least, 
unsuccessful management, as wol 
generally produce the ejection from 
office of managers appointed by t! 
government. Against the very inel- 
fectual security afforded by meetings 
of shareholders, and by their individual 
inspection and inquiries, may be placed 
the greater publicity and more act 
discussion and comment, to be expected 
in free countries with regard to affairs 
in which the general government takes 
part.” If ordinary stockholders p 
sess little effective power to control the 
proceedings of the executives of modern 
business corporations, how much less 
can they expect to control the procee¢- 
ings of the trade association executives 
and members of code authorities, 
whom the function of planning, in s 
far as there is any general planning 10! 
competitive industry at the preset! 




















en chiefly entrusted! The 
lividualist, who opposes the 
Howe venture of partnership be- 
“A vernment and industry in 
ust find some better argu- 

respects the authority of 

Mill, than any that may 
upon the assumption that 
officials are necessarily more 
than officers 
of delicate 









public 
such a 


gents 






*xercise 





tt 
ily. 





Mill’s reasons for preferring the 
private corporations for the 
ent of such business affairs as 
nly entrusted to delegated 
‘re of a different kind. He 
hree: (1) ‘‘the mischief of 
the chief functionaries of 

nt with demands upon their 
and diverting them from 
h they alone can discharge, 
which can be sufficiently well 
without them”; (2) ‘“‘the 
f unnecessarily swelling the 
and direct influence of 
nent, and multiplying occasions 

n between its agents and 
itizens’’; and (3) “the in- 

of concentrating in a domi- 

eaucracy the skill and 

»in the management of large 

ind all the power of organized 

xisting in the community.” 

ntinue to be reasons 
cessive concentration of au- 

n the hands of the Federal 

ment, and constitute a cogent 
argument against the policy of regu- 
ide practices by general law 
‘clal orders issued through a 
Successful 












wer 








all 







sound 







ngle executive agency. 
. Pena . 

calls for the mobilization of 

1 the organization of 

ht on a great scale, and is beyond 
wers of any narrow group of 
Such considerations as those 


anc 
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emphasized by Mill furnish the best 
justification for entrusting the business 
of planning to the Planning and Fair 
Practice Committees and Code Au- 
thorities of the various industries in 
accordance with the methods of the 
NRA and AAA. These committees 
and authorities undoubtedly hold forth 
the promise of constructive service as 
instruments of government under the 
exacting conditions of the present age. 
But it would be very naive to suppose 
that public interests would not be in 
continual danger of subordination to 
private ends if the Code Authorities 
consisted of the officers 


of business corporations and repre- 


exclusively 


sentatives of trade associations and 
institutes. The capacity of the new 
partnership in planning to survive 


depends, not only upon the theoretical 
value of the Code Authorities as instru- 
ments of government, but also upon the 
practical ability of the public repre- 
sentatives in these Code Authorities to 
protect the public against injurious 
conspiracies by the representatives of 
private and special interests. 


Public Representation on Code 
Authorities 


It must be conceded that, in the rush 
to frame Codes of Fair Competition 
for as many industries as possible in the 
shortest space of time, the problem of 
organizing the Code Authorities so as to 
secure adequate protection for public 
interests has been unduly neglected. 
The practice has been to appoint at 
least one representative of the NRA on 
each Code Authority with a voice but 


not a vote in its proceedings. ‘The 
Code Authorities for all the major 
industries, that is, as defined by the 


NRA, all industries with more than 
fifty thousand employees under normal 
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conditions, contain three representa- 

tives of the public, and many Code 

\uthorities for the minor industries also 

contain three public representatives. 
One of the public representatives is 
usually the Division or Deputy Admin- 
istrator who has been in charge of the 
framing of the code. He is likely to be 
a corporation executive on leave of 
absence from his business, and the 
others have generally been men of the 
same type. Occasionally persons of a 
different type are selected. A note- 
worthy instance was the Motion Pic- 
ture Code Authority, to which Dr. 
A. Lawrence Lowell, Mr. ‘‘Eddie”’ 
Cantor, and Miss Marie Dressler were 
originally appointed to represent the 
NRA. In this case Dr. Lowell refused 
to serve, on the ground that he disap- 
proved certain provisions of the code 
and would be powerless to change them. 
In his letter to General Johnson, 
declining the appointment, he stated his 
conviction that a position on the Code 
Authority would give no opportunity 
for exercising any useful restraint upon 
the production of demoralizing films. 
Mr. Cantor, who was also appointed as 
a public representative on the Amuse- 
ment Code Authority, in threatening 
to resign from the latter on account of 
proposed changes in the subcode for 
chorus girls, to which he was strongly 
opposed, expressed a somewhat less 
pessimistic view. “I have no vote on 
the Code Authority,” he was reported 
as saying, “but I can holler loud, and 
sometimes that is as important as a 
vote.”’ 

The root of the difficulty seems to 
have been the lack of clear instructions 
to public representatives on Code Au- 
thorities or even of any settled policy on 
the part of the NRA itself concerning 
the proper functions of such representa- 
tives. In setting up the Code Authori- 
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ties it was necessary to rely largely upo, 
the cooperation of the trade a8soCiation: 
and institutes, which were encourage; 
to take the initiative in framing +h. 
codes. The NRA seems to have bee; 
preoccupied with protecting the inter. 
ests of the public in the terms of the 
codes and to have given little thought 
to the means of protecting the public 
interests in the subsequent administra. 
tion of the codes. Doubtless it wa; 
necessary that first things should come 
first, but the consequence has bee, 
misunderstanding and confusion. |p 
clearing up these misunderstanding; 
and confusion the NRA will be greatly 
helped by the fact that its decisions in 
connection with the fundamentals 
the new relationship between govern. 
ment and industry, regarded a 
adventure in government, have 
sound. In the first place, it showed a 
fine foresight in deciding to cooperate 
as far as possible with existing trad 
associations and institutes in organizing 
the industries for the purpose of plan- 
ning and seeing that the plans 
carried out. Secondly, it did well t 
reject the free use of the licensing power 
and extensive reliance upon executive 
orders to maintain fair competition, 
preferring to seek a due influence over 
the administration of the Codes 
Fair Competition through its repre- 
sentatives on the Code Authorities. 
Thirdly, the Administration chose 
wisely in recognizing from the begin- 
ning that a fruitful partnership between 
government and industry must be 
broad enough to include labor also as 4 
kind of partner. The fact that these 
primary decisions were wisely made 
should make much easier the next task 
in the pursuit of this great adventure 
in government, namely, the strengthen- 
ing of the public representation upon 
the Code Authorities. 
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to which the NRA has 

pon the trade associations for 

inistration of the codes is shown 

methods of selecting the Code 

ties. In about three-fifths of 

major industries, for which 

| been approved down to the 

f February, all the members of the 

\uthority, other than those ap- 

by the NRA to represent the 

_ were selected by a trade associa- 

nstitute, or by a combination 

e associations. In many of 

lustries the Code Authority is 

with the governing board of 

issociation for the industry. 

quarter of the major in- 

trade association selected a 

f the members of the Code 

ty, although provision was made 

election of a limited number of 

f the Authority by members 

ndustry not belonging to its 

ciation. In a few cases the 

ides for the selection of the 
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metimes is specified in the code 
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In two cases, those of the 
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industries were so disorganized 
members of the Code Authority 
were appointed by the President of the 
United States. 
in two hundred minor industries, for 
vhich codes had been approved before 
ne end of February, there was a greater 
n of cases in which provision 
vas made for the representation of 
' the industry not belonging 
e€ association, or in which 
Code Authorities were selected by some 
ethod” independent of any 
ciation. In most cases where 
NRA has relied upon a_ trade 
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association, or combination of associa- 
tions, for the administration of the code, 
it has found the association “truly 
representative,’ although in some cases 
it has required the modification of the 
rules for the admission of members of 
the industry to the association before 
giving its approval. By giving trade 
associations authority to assess non- 
members for a share of the expenses of 
administering the codes, it has greatly 
strengthened their position in their 
respective industries. It is clearly in- 
cumbent upon the NRA to make sure 
that these associations are in fact 
‘truly representative” of their indus- 
tries, or to provide other methods of 
selecting members of Code Authorities 
which will be fair to all concerned. 

A more serious defect in the adminis- 
tration of the codes is the unsystematic 
and ineffectual method of selection 
which has been adopted by the NRA for 
the choice of public representatives on 
the Code Authorities. Too often the 
representatives of the public seem to 
have been NRA officials without sufh- 
cient attachment to the public service 
or business men with insufficient de- 
tachment from their private businesses. 
The public interest in a fair administra- 
tion of the codes cannot be adequately 
protected by such_ representatives. 
With the best of faith they will in- 
evitably regard the public interest 
too much from their special point of 
view as business men. It is desirable 
that a special corps of trained experts 
be recruited to form a permanent panel 
from which selections can be made for 
public representatives on the various 
Code Authorities. These men should 
give their full time to the task of 
representing the public and_ should 
have the aid of such research and 
statistical facilities as may be neces- 
sary to supply them with due informa- 















tion concerning the industries to which 
they are appointed and the operation 
of the codes which they help to admin- 
ister. As long as the public organiza- 
tion of industry under suspension of 
the antitrust remains a great 
adventure in government, it is of the 
highest importance that the public 
representatives in the government of 
industry possess the best possible quali- 
fications for their task. Upon their 
competence and devotion to duty de- 
pends in no small measure the success 
of the adventure. They should form 
a part of the federal professional and 
scientific service under the civil service 
system, and should enjoy the privileges 
and immunities which are proper for 
such civil servants as well as submit to 
the necessary obligations. Unless the 
public can have confidence in their 
representatives on the Code Authori- 
the new relationship between 
government and industry will surely fail. 

Another serious defect in the admin- 
istration of the codes is the lack of a 
settled plan for the representation of 
labor in the administrative process. 
To be sure, the interests of labor have 
on the whole been well protected in the 
making of the codes. ‘The Labor Advi- 
Board of the NRA has been an 
efficient body, comparing not unfavor- 
ably with the Industrial Advisory 
Board, which has been responsible for 
the protection of the special interests 
ofemployers. It has shown a generally 
sound judgment in the fixing of mini- 
mum wages and maximum hours of 
labor. It has special 
representation for labor on a few of the 
Code Authorities, notably, among the 
major industries, the transit, men’s 
clothing, and motion picture, and also 
radio broadcasting and a few others 
among the minor industries. But, in 
general, it has taken the view that there 
should not be special representatives 
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of labor on the Code Authorities. Sino. 
the labor provisions of the codes om 
chiefly concerned with maximum hoy, 
and minimum wages, the greater pa 
of the field of collective bargaining |je; 
outside the jurisdiction of the Cod 
Authorities. Evidently labor repre. 
sentatives on Code Authorities would 
generally have responsibilities beyon¢ 
their powers, and their absence from 
most of the Code Authorities is prob. 
ably a gain rather than a loss to labor 
But the NRA has an obligation 
safeguard the rights of labor in the 
new relationship between government 
and industry, so that they may be 
respected in the whole conduct 
business as well as in the framing and 
administration of the codes. The for- 
mal recognition of the right of employ- 
ees to be represented by persons 
their own choice in negotiations with 
employers over wages and working 
conditions is not enough to put them on 
a parity with employers in such negotia- 
tions. It is necessary that appropriat 
measures be taken to make the right 
collective bargaining effective. This 
would seem to imply at least such aid 
in the organization of labor as has been 
rendered to employers in the organiza- 
tion of the Code Authorities themselves 
Such an obligation involves the organi- 
zation of representative bodies for 
labor in industries where existing labor 
organizations are inadequate or not 
truly representative. It may also in- 
volve the appointment of representa- 
tives of the public to sit on the governing 
boards of such labor organizations, 4s 
public representatives now sit on t! 
Code Authorities. 


re 


Conclusion—Need for Commanding 


Public Confidence 


If the partnership between goveri- 
ment and industry is to be permanent, 
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xpress a relationship between to a tolerable adjustment of their con- 
ers which can command the flicting interests. Much remains to be 
nce of the public. The nature achieved before the forms and processes 
,tionship is a more important of the NRA can be pronounced sufh- 
tion in determining the future ciently promising to assure its future. 
NRA than its immediate con- Yet enough has been accomplished to 
to the process of recovery. warrant the hope, indeed the expec- 
ed provisions of the codes can tation, that these forms and processes 
as General Johnson in- will be so improved as eventually to 

his opening address to the become an epochal addition to the 

on code revision, which American system of government. For 

{in Washington on February it has become clear that there cannot 
sumably they will be altered be much substantial improvement in 

to the teachings of experi- the administration of business without 
recovery is accomplished, substantial improvement also in the 
policy in the framing and structure and operation of government. 
tration of particular codes will In an age when the concentration of 
rded. Itis not the merits or power in the hands of private business 
specific measures adopted executives, especially the officers of 
NRA in an emergency, but the great corporations, organized primarily 
promised by its machinery for profit, outruns the traditional mech- 

is for dealing with the anisms for holding them to a proper 

f a longer future, which will responsibility, a suitable partnership 

st with those who pass final between government and industry ap- 
upon the new relationship pears to be a wise extension of the old 
government and industry. American principle of the separation of 


his point of view the signifi- powers. The NRA, regarded as an 

ires of this adventure in gov- adventure in government, is consistent 

t are the forms of representation with the spirit of American institutions. 

for industry and labor and_ By introducing more law and order into 

ses of administration by industry, it should be the means of 

which employers, wage earn- strengthening the foundations of gov- 
onsumers may be reconciled ernment itself. 








THE EQUATION OF ECONOMIC BALANCE 


RORTY 


By M.C. 


What Is Economic Balance? 


CONOMIC balance may be con- 
sidered, in a very narrow sense, 
to be that special and desirable 

equilibrium which obtains when the 
existing supply of capital and other 
durable goods shows only normal work- 
ing margins over current requirements, 
and when the current production of 
capital goods, of durable consumption 
goods, and of nondurable consumption 
goods and direct consumer services is 
in similar working balance with con- 
sumers’ demands and with needs for 
the replacement and long-term expan- 
sion of capital equipment. Under such 
conditions of balance, employment 
tends to be at its practicable maximum, 
price levels tend to be free from 
violent changes, and the expansion of 
currency, credit, and money flow paral- 
lels closely the trend line of total 
economic activities. 

From a different standpoint, we 
might seek to picture this special 
equilibrium in terms of full employ- 
ment. But it is at least theoretically 
possible to have full employment with- 
out an ideal economic balance, as when 
brought about by large expenditures on 
public works, or, in the reverse direc- 
tion, to have economic balance without 
full employment, as in cases where in- 
correctly determined wage rates may 
throw normally employable workers 
into a semipermanent unemployable 
class, or may attach to certain occu- 
pations an excess of workers subject to 
chronic part-time employment. 

The optimum condition of balance 
does not, of course, involve an abso- 
lutely fixed and unchanging level of 


production and consumption. ‘The 
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total volume of activities may increas, 
or in theory even decline, provided 
only the changes take place gradual); 
and in due accordance with the corre 
sponding long-term changes in econom; 
activities. 

However, as we are only too we 
aware, such balance in any nation 
economy is the condition for which y 
hope and strive, but to which, excep: 
perhaps momentarily, we can ney 
wholly attain. For practical purpose: 
in economic analysis, it is, therefore. 
desirable to establish our balance she: 
or equation of economic factors, 
such a basis as to admit not only th 
optimum condition, but also those pre- 
vailing conditions when the balan 
varies more or less widely from t! 
optimum. 

If, then, we approach the problem 
economic balance from this broader 
standpoint of picturing the entire rang: 
of variations in economic activities, 
we are, nevertheless, still dealing wit 
a true balance and with balance sh 
possibilities. A scale beam is just 
truly in balance when it comes to rest 
in an inclined position, as when t! 
scale pans stand at identical levels 
and it continues to be in_ balance, 
moment by moment, even while t! 
weights are gradually being adjusted 
bring the scale pans to a level. 


Total Money Flow 


The accompanying chart is an at- 
tempt to set up a simplified anc 
generalized picture of the momentary 
(or short period) balances in our econ- 
omy. It makes no claim to originali' 
in basic principles, and, like the equa 
tion of exchange, proves nothing as ‘ 
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effect relations. Further- 
nly one of many similar 
ll equally valid and all 
which might be set up, 
ing viewpoints and for differ- 
purposes, as convenient 


those cycles which arise from what 
may be characterized as normal, rather 
than catastrophic, changes in economic 
factors. 

The total money flow pictured in 
the chart is fundamentally that corre- 


CuHart I. THe Equation or Economic BALANCE 
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sitive money flow. 


sitive for credit expansion; negative for credit contraction. 


rks into which to fit and 
k our statistics and our think- 
regard to the changing flow 
mic activities. 


particular form of diagram which 
en adopted is designed primarily 


analysis of business-cycle phe- 
with particular reference to 


sponding to the total of all individual 
incomes, with supplemental allowances 
for credit contraction and expansion. 
Such flow represents, of course, only a 
fraction of the total of monetary trans- 
actions and of purchases and sales. It 
excludes that great mass of real estate 
and security transactions which con- 
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at 


stitute mere transfers of title, as dis- 
tinguished from new construction and 
It measures the move- 
ment of commodities and _ services 
primarily at the point of ultimate 
usefulness to individuals or of appli- 
cation to productive purposes. It dis- 
successive intermediate 
transactions and service operations 
take place, for example, in the 
movement of raw materials for a pair 
of shoes from original producers through 
of manufacture to 
at a retail 
not pic- 


new financing. 


regards many 


which 


their many stages 
final delivery to a customer 
store. Furthermore, it does 
ture in detail the reverse of these trans- 
actions and operations in the successive 
steps by which, in due course, the retail 
price paid for such pair of shoes appears 
once again as income of individuals. 
And, finally, as to purchases of capital 
goods, it measures only that volume of 
activities which has its origin in new 
investment and in direct purchases by 
individuals, and omits an important 
volume of purchases of similar 
that origin in current 
charges for replacements 
which are prices of 
goods and services. 

In spite of these and other limitations, 
cross section of money 
diagram has, 


further 
goods has its 
and 


upon the 


repairs 
loa ded 


the particular 
flow indicated by the 
nevertheless, the major advantage from 
the standpoint of business-cycle analy- 
sis that it pictures and measures the 
flow at the point 
psychology—human 
and human abilities 
with primary 


Variations in such 


where human 
hopes and fears 
and inabilities 
effect to determine the changing volume 
distribution of production and 


operate 


and 
consumption. 

There are, 
which operate in other ramifications of 
flow to change the total 
character of activities. 
buying or nonbuying of 


of course, certain factors 
the money 
volume and 


Speculative 


raw materials, and of intermediat. 
products, and variations in merchants’ 
stocks of finished goods are occasionally 
of substantial amount and _jinyoly 
important changes in total credit 
But these items of variation are mainly 
ofa temporary character and are dom;. 
nated in the end by those Primary 
influences which are covered by the 
diagram. i, 

To the extent that any of the pte. 
ceding factors may have important 
even if temporary, influences on the 
trend or magnitude of economic move. 
ments, or the conditions of balance, the 
economic statistician must, of course. 
make his due allowances. Further. 
more, as will be pointed out later, the 
diagram requires and lends itself + 
certain adjustments for governmental 
operations, for international trade, and 
for the reinvestment of corporation 
surpluses or the opposite conditi 
the payment of corporation interest and 
dividends from the proceeds of 
poration borrowings or drafts on 
plus funds. 


Individual Incomes, and Credit 
Expansion or Contraction 


To return, now, to the specific 
features of the diagram, the primar 
division of money flow is into th 
recognized major categories of (I) re- 
turn on invested capital, (2) rents of 
natural resources, and (3) returns tor 
labor and other personal service. For 
the purposes of this diagram, entre- 
preneurial “‘profits”’ are assumed to be 
resolved into their similar constituent 
elements, although it would be entirel) 
possible to set up such profits as 4 
separate item with its associated 
‘spending habit.” Finally, to make 
the diagram applicable to conditions 
where purchasing power is being 
creased by credit expansion or redu 
by credit contraction, a fourth item 
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| under the heading of “‘Credit 

or Contraction,” which 

the net composite of all 

11 items of expansion and con- 
in this category. 

economic statistician who at- 

to compute the net rate of 


+ expansion or contraction for the 


f establishing his balance of 
iny given moment will, of 


Al 


irse, need to exercise particular care 


41} 


ney 


a 


the 


nate 
se 


S 


inant in the flow of purchasing 


Adil 


sure that his handling of all 
is consistent with his major 


Sse 


we were dealing with an economic 
system in which credit did not exist in 


and bank deposits repre- 
only coin safeguarded in bank 
, our measures of changes in 
flow would be wholly in terms 
actual circulation of coin. For- 
ly, however, for statistical pur- 
our credit currency is today so 


power that changes in such flow are 
guite accurately indicated by changes 


credit factors and, barring periods of 
irding and of extensive bank closures, 


Til 
iU 


rther adjustments which may be 
sary to allow for increases or 


ases in actual cash reserves should 


relate 


ninor importance. Furthermore, 
e principal measures of money 
t are indicated on the diagram 
lirectly to the volume of flow 
Wages, interest payments, divi- 


dends, etc.), the question of the velocity 


circulation of demand deposits is 


argely 


} 


eliminated—although, of course, 


data serve as a useful check against 


hgures. The problem, in any 
one for skilled statistical esti- 


ites and adjustments between factors, 


+} 
ft 


T 


than of absolute accuracy in 


the actual computation of the 
— } i ° ° 
y flow, it is necessary to make a 


variety of special adjustments which, 
for our present purposes, can be sug- 
gested only in rough outline. 

Payments of corporation interest and 
dividends from accumulated surpluses 
ordinarily constitute elements of credit 
expansion, as do borrowings for such 
purposes or for plant additions. On the 
other hand, retirements of corporation 
debt from earnings become elements 
of credit contraction. 

Governmental agencies may con- 
veniently be looked upon as equivalent 
to public service corporations. ‘Taxes 
paid by individuals, as such, may be 
treated as payments for direct con- 
sumer services, while taxes paid by 
producers and distributors may be 
treated as the equivalent of those bills 
for freight and for manufacturing power 
which enter into the cost of manu- 
factured commodities. Similarly, in- 
creases and decreases in public debt, 
like similar changes in the debt of 
public service companies, constitute 
expansions and contractions of credit 
which operate to vary the total money 
flow. 

As a final important special adjust- 
ment, international credit and trade 
relations may most conveniently be 
handled by treating the outside world 
as a separate single entity. Here our 
analysis will indicate that conditions of 
optimum balance and of full domestic 
activity may exist with any stable con- 
dition of trade interchanges. Stabi- 
lized ‘“‘adverse”’ balances will represent 
a flow of income supplemental to the 
domestic flow and expended for a net 
total of foreign goods and services to 
augment domestic consumption. Sta- 
bilized “‘favorable”’ balances will repre- 
sent a portion of the flow of domestic 
income (frequently interest payments 
by corporations) which is expended for 
a net balance of domestic goods and 
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services put at the disposal of foreign 
consumers. Expansions and contrac- 
tions of foreign credit have effects 
generally similar to corresponding ex- 
pansions and contractions of domestic 
credit. These adjustments for inter- 
national exchanges do not, however, 
fundamentally affect the nature of the 
balances to be studied, and our further 
discussion may perhaps be simplified 
by confining ourselves to the appli- 
cation of the diagram to what is 
assumed to be a wholly domestic 
economy. 

At this point it may be well to clear 
ground further, by emphasizing the 
fact that suggestions made for the 
treatment of specific items do not 
imply that, in the actual statistics, it 
will always be possible to deal with such 
items directly or in detail. In most 
cases it will be necessary to deal with 
aggregates rather than with individual 
items; and in many cases even such 
aggregates must be estimated from 
relevant indices, some of which may 
apply only indirectly to the totals 
required. Outside of the theoretical 
picture which the diagram supplies, its 
major usefulness should, in fact, lie 
in so balancing and cross-checking 
incomplete statistics and statistical in- 
dices as to give a total result which is 
much more dependable than any of its 
parts. 

Concept of Spending Habits 

With our analysis thus narrowed and 
qualified, we come next to the concept 
of “‘spending habits.”’ ‘This concept, 
in itself, is not novel, but the controlling 
position assigned to this factor in the 
diagram requires some explanation. 

Under the conditions of optimum 
balance, to which reference has pre- 
viously been made, the receivers of 
returns on capital investment will spend 
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such returns in definite and only slowly 
changing proportions for nondurabjd 
consumption goods, durable consym, 
tion goods and capital goods. We may 
define these several classes of goods in 
any convenient manner, and then ¢; » 
pute, in terms of such definitions, ¢) 
corresponding percentages of capitd 
return which will be applied to 
chases in each category. And, j 
similar manner, we may determine the 
spending habits of receivers of rents of 
natural resources, and of the receivers 
of wages, salaries and other returns fo; 
personal service. 

The special significance of this cop. 
cept of spending habits is that such 
habits not only result from and char. 
acterize each stage of economic develop. 
ment, but appear to be, even mor 
importantly, the influences which de. 
termine a gradual reapproach to the 
optimum economic balance after 
depression has taken place. 
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The popu- 


lation that once has grown accustomed§ 


to certain standards of housing and 
household equipment, to telephones 
and electric light, and to radio sets and 
automobiles, may be counted upon in 
due course by insensible, but ver 
powerful, processes to reorganize and 
rebalance its energies after each crisis 
so that the same comforts and luxuries 
may again be enjoyed. 

Artificial restrictions on the free pla) 
of economic forces may delay thi 


process, and protraction of the depres 


sion may to some extent dull 


popular expectation, if not the popular 


But productive 
rather than 


desire, for luxuries. 
efficiency will increase 
diminish, and with a normal volum 
employment once restored, even # 
somewhat reduced working hours, t 
plain arithmetic of the situation ¥ 
require an increase rather than 
decrease in the proportion of our tots 
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Furthermore, this re- 
lation is not a mere correlation. The 
cause and effect relations are direct 
and obvious. Effective credit expan- 
sion increases general purchasing power, 
and credit contraction decreases it. 
It is necessary to note, however, that 
it is not a single operation of credit 
expansion, but a continuing succession 
of such operations that is required to 
maintain an active flow of construction 
and other capital operations. Each 
repayment of a previous credit must, in 
general, be offset by an equal extension 
of new credit, if continuous activity is 
to be maintained. 


ties devoted to the production of at about 60%. 
cury and durable goods. 

rhe current counsels of defeat, which 

sid urge us to prepare for per- 

cently lowered standards of living, 

t represent even the economically 

yath. If by some chance we 

to do so, it would, in fact, be a 

- of very great difficulty to re- 

economy and readjust our 

habits to the scale of living 

as current even a short gener- 

All the forces of established 

bits and desires, and all the influences 

r established economic mechanism 

work toward the reestablishment 

se approach to the balance and 

of economic activities that 

in the more normal years 

tely preceding the depression. 

basic tendency toward a 

rn to the pre-depression balance of 

tivities, the dominant factor is that 

apital-goods activities, with which, 

ur present purpose, we may include 


Questions Raised Concerning Economic 

Balance 

With the preceding consideration 

given the details of economic balance, 

it may be of interest to list a variety of 

questions that are suggested by the 
general diagram. 


What may be the variations in 


production of that special class of 


goc ds 


repre- 


consumption 

1 by housing facilities. 
such activities, a normal expen- 
in the pre-depression period was, 
12% of the national income. 
nportance of this item lies, how- 
not so much in its absolute 
litude, as in the fact that it is the 
r variable in our economic system, 
s responsible in the main for those 
ions and contractions of credit 
ire reflected in general changes in 
ses and purchasing power. As 
onomy is now organized, it is 
correct to say that the index 
activities will lie about half 
tween 100% and the index for 
tion and capital goods activi- 
or example, at the present time, 
for the latter item stands, 
20% and the general index 


spending habits in depressions of vary- 
ing intensity and in the different phases 
of depression? To what extent do 
variations in the absolute volume of 
money flow produce forced changes in 
spending habits? 

What may be the maximum secular 
change in the relation of consumption- 
goods to capital-goods activities during 
the period of a single business cycle 
or, in other words, what new balance of 
factors may have to be worked out after 
a depression of maximum intensity? 

What is, in practice, the maximum 
real surplus of construction and pro- 
ductive equipment that may accumu- 
late in a period of overexpansion and 
how persistent may be the effects of 
such surpluses in retarding recovery? 

What effects have variations in the 
distribution of the national income on 
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the volume of capital-goods operations, 
and on the processes of depression and 
recovery! 

May major depressions tend to pass 
a critical point of decline below which 
ease of credit and lowered costs of con- 
struction fail to bring their usual 
response in renewed activities by pri- 
vate enterprisers? If a critical point 
may thus be passed, how protracted 
may be the subsequent processes of 
revival, and under such circumstances 
will it be humanly possible to await a 
natural recovery? If it should be 
necessary to resort to an artificial 
stimulation of activities, what method 
of stimulation will most adequately 
relieve distress and most certainly con- 
duce to an early restoration of normal 
and self-sustaining economic balance? 

The answers to all the preceding 
questions may, I believe, be greatly 
facilitated by checking and cross-check- 
ing our analysis within the framework 
of the suggested diagram. ‘To attempt 
to answer them in detail in this article 
would, however, involve a discussion 
far beyond the possible limits of the 
present paper. The most that can be 
done is to suggest very briefly my own 
rough conclusions. 

Variations in Spending Habits.—The 
variations in spending habits in times of 
crisis and depression are necessarily a 
composite of factors. The first impact 
of a crisis brings a sudden check to 
projects for new capital operations, 
although the completion of work under 
way may maintain for some time a sub- 
stantial volume of such activities. 
That portion of return on capital, and 
of rents, which would normally be 
applied to new capital investment, is 
largely diverted to debt reduction, or 
accumulates in cash reserves, or is 
invested in existing securities rather 
than in new enterprises or expansions. 


The resulting decline in general 3. 
tivity reduces employment, and thi 
reduction, together with the fear , 
further reductions, brings a rapid Pm 
crease in expenditures of salaries ap; 
wages for purchases of luxuries an 
durable consumption goods. Finally 
the continued progress of the depression 
may establish a vicious circle of deb 
deflation, combined with reductions j, 
interest and dividend payments, 
reinforce the psychological factors, 

The whole process is too well known 
and too apparent, even to superficial 
observation, to require detailed de. 
scription. The significant result js, 
however, a swing of the various pro 
duction indices substantially in com. 
pany front, with the basic necessities 
as a pivot and with the various items of 
construction and capital goods at the 
far end of the line. The consumption 
of wheat flour declines, perhaps, 10% 
or less, while at the other extreme, 
residential building may drop prac 
tically to zero in a depression of major 
intensity. 

Our statistical data as to 
various indices do not cover adequate 
periods to make our conclusions wholly 
certain, but, barring minor variations, 
the evidence is that, in practically al 
depressions, the relative movement 0! 
the various indices follows a somewhat 
similar pattern. In fact it would ap 
pear that, with substantial accuracy, 
we may determine the indices { 
electric power, or automobile produc 
tion, or for total production, if we know 
only the position of our index for get 
eral construction. Furthermore, short 
of absolute chaos, it seems that we have 
fallen to economic zero when our inde! 
of residential construction stands clos 
to zero and our index for general cor 
struction atabout15%. ‘These natura 
and persistent relations 


these 


among 
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THE EQUATION OF ECONOMIC BALANCE 


n indices, it is needless to say, 


. as a very important and useful 


n our estimates of variations in 
habits from period to period. 
Consumption Goods to 
Goods.—Turning now to the 


ik 


n of 


uch trend is modified very 
the fact that perhaps more 

of such activities represent 
tion and necessary replace- 
rather than net additions. If, 
12% of the national income 
normal pre-depression measure 
activities, a decrease of one- 
e rate of net additions would 
ve a new normal of about 9%. 
seem, then, that we should 
risk of creating new excesses 
goods and new economic 

es with a post-depression re- 
physical volume of these 

to at least 75% of the pre- 
This in turn would 
index of 
-from 
should 


n normal. 
] | 

id roughly to an 
activities 
progress 


for general 
int further 
stablish a final balance of the 
with total construction and 
oods activities at some point 
75% and 100% of the old 
or even possibly at a higher 
[In any case, there seems to be 
tification for the feeling that 
nt revival will require a drastic 
the pre-depression relations 
nsumption-goods and capi- 

ls activities. 

Construction Overestimated. 
of capital goods and con- 


it the beginning of the present 


n has been greatly overesti- 
Certain surpluses are always 
rather than real, and many 
rpluses are normal in a grow- 

and do not constitute real 
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Practical full capacity in industrial 
operations is only from 70% to 80% 
of theoretical full capacity. Constant 
natural shifts in markets, labor supply, 
etc., involve the partial or complete 
abandonment of many plants, or their 
conversion to new uses, or their rever- 
sion from quantity production to 
limited, specialized quality production. 
Much of this is no more a true waste 
than is the constant breaking down and 
rebuilding of the parts of a living 
organism. ‘The vigorous organism 
wastes the most—the dying organism 
has no energies to waste. ‘Total wastes 
of industrial equipment, in any case, 
probably do not exceed 1% or 2% of 
gross output. Such waste is not of 
critical importance. It is much 
serious than those insidious 
which may result from present efforts 
to maintain the profitable operation 
Finally, also, the 


less 
wastes 


of moribund plants. 
specialized fixed equipment of indus- 
trial plants represents only about 25% 
of total investment, or, say, 12% 
billion dollars. This depreciates at 
the rate of from 10% to 25% per 
annum, while the maximum real ex- 
cess of such equipment in 1929 probably 
did not 10%, or 14 billion 
dollars. 

Railroad and _ public 
struction is rarely at a rate in excess 
of that required to provide for current 
demands and leave necessary working 
Such surpluses of facilities 


exceed 


utility con- 


margins. 
as now exist are only in insignificant 
part true excesses and should rapidly 
be absorbed by a general revival of 
activities. 

Building construction had completed 
a major cycle prior to the depression 
and was declining in 1928 and 1929. 
However, the only serious excesses of 
such construction were apparently in 
apartment houses, 


hotels, high-class 
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and commercial office buildings. These 
excesses, even with a pronounced busi- 
ness revival, may require several years 
for their absorption. On the other 
hand, residential construction did not 
run to great extremes, and there already 
begin to be indications that a renewed 
shortage now exists and would become 
very evident with any renewal of full 
employment and business activity. 
As a whole, therefore, it would seem 
that there are today few persisting real 
excesses of construction and capital 
equipment that should stand as barriers 
to the restoration of an economic 
balance closely resembling that of, say, 
1926. The adjustments required in 
the ratio of capital- to consumption- 
goods activities should, in any case, be 
covered almost automatically and with 
in any general up- 


adequate rapidity, 
by the obsolescence 


trend of business, 
and depreciation of excess equipment 
and the diversion of activities into new 
channels. The one serious excess is 
probably in agriculture, and final relief 
in this respect would seem possible only 
as the sequence to general industrial 
revival and an accelerated transfer of 
rural population to urban occupations. 

Distribution of National Income.— 
Turning next to the effects of variations 
in the distribution of national income, 
the diagram of balance very clearly 
indicates that a true and economically 
effective balance may obtain with any 
established and only slowly changing 
relation among return on capital, rents, 
and returns for personal service. 
The dangers of harmful unbalance do 
not lie in the nature of the distribution, 
but in violent changes. The normal 
return to capital which obtained in the 
period of 1909 to 1914, when corpo- 
ration dividends and interest (excluding 
intercorporate duplications) amounted 
to little over 9% of the national income, 


was disturbed by the war rise in prices. 
and this ratio dropped to a little oye 
6% in the 1919 to 1924 period, only to 
rise again to the 9% figure at the eng 
of 1928, with an overrun to about 10% 
in 1929. It was not this rebound 
corporation earnings to normal rej 
levels which brought about the 1928- 
1929 unbalances, but the speculative 
fever which resulted from such rf. 
bound. During this speculative period, 
corporation surpluses were perhaps the 
sanest of all money—and the wholly 
insane money was salaries and wages, 
plus related stock-market credit. The 
facts in this respect were obvious t 
anyone who was in close touch with the 
extravagances of the 1928-1929 perio 
Furthermore, as a longer view of this 
same problem, it is a relatively simple 
matter to show that the maximun 
total of all corporation profits in excess 
of normal interest on actual investment 
averages less than 3% of the nationa 
income. ‘To determine just how muct 
less such excess may be, after allow 
ance for all losses, is a very diffi 
matter, but much qualified opinion 
holds that there are no actual profits 
and, in fact, that real money invested 
in corporation equities earns, on the 
average, substantially less than 6% 
If this be true—and the burden 
proof is quite properly on those wh 
would claim the contrary—then al 
current action and proposals based \ 
the possibility of forced reductions in 
profit margins and corresponding | 
creases in wages would seem to Dé 
fundamentally fallacious. 

Increasing Sensitiveness of Economic 
System.—As a final point, we may now 
consider what is perhaps the most 
critical of all the problems raised by 
our studies of economic balance. ‘Ther 
is some ground for believing that ou! 
economic system has become, year }) 
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sensitive as the result of its 


» eficiency and the correspond- 


T re 
LUI CE 


n of a greater proportion 
gies to the production of 
ind of capital and other 
ods, the consumption of 
be drastically curtailed in 
risis. There is also some 
believe that, when this in- 
‘nsitiveness is combined (as 
sent instance) with a special 
of prior conditions, a 


n once initiated may cumulate 


manner. 


i 


ns are 


ns, On 


very unusual and 
Under such circum- 
the general curtailment of 
may create apparent sur- 
industrial equipment, hous- 
ther construction, which will 
a definite barrier to that 


in a 


private capital operations 
me extent initiates, and toa 
r extent sustains, the proc- 

isiness recovery. 

present depression, capital- 


rations have fallen to under 
mal, and the residuum of 


tivities has seemed to represent 
ii zero in new enterprise, with 


mited to unavoidable require- 
repairs and replacements. 
somewhat comparable 
the other hand, the 
that capital-goods 
have not fallen appreciably 


1) 
US. 
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credit that has been available to sound 
borrowers. 


Conclusion 


It may be that present conditions are 
exceptional, with little chance that 
they will repeat themselves in the 
future. But it may be, also, that our 
economy is, in fact, growing in sensi- 
tiveness to major disturbances, and 
that each future depression will carry 
with it the threat of decline in activities 
to a point from which natural recovery 
may not take place by elastic rebound, 
but must tend to come, instead, by 
slow, and perhaps humanly intoler- 
able, processes of economic reévolution. 
And it may be, furthermore, that, when 
the history of the present depression 
is finally written, we shall find the 
source of some of the major difficulties 
of this period in the natural reluctance 
of our most skilled and competent 
economists and financial experts to 
recognize that the passing of such 
critical point in depression had created 
a wholly new economic situation re- 
quiring new measures for the positive 
control and direction of the processes 
of recovery. We shall, perhaps, lose 
our economic freedom at the hands of 
economic doctrinaires, through failure 
of its proper defenders to realize in 
time that the starting battery of our 
economic machine had gone dead and 


needed recharging. This possibility I 
suggest, at least, as one of major 
importance in our future studies of 
economic balance, and the importance 
of sound planning for future major 
depressions will not be reduced by the 
fact that present misdirected efforts 
to force revival may have so tangled 
our economy that the safest immediate 
path may be to grin and bear it, with 
adequate measures for direct relief, 
until recovery finally comes. 


va 5so% level. Under suchcircum- 
the apparent surpluses of in- 

trial equipment and construction 
perate to prevent a reasonably 

and active response of enter- 
ease of credit and lowered costs 
pital goods, whereas in the present 
ion, enterprise has recoiled from 
eeming magnitude of overequip- 
and overbuilding, and has failed 
st wholly to utilize the ample 











A QUANTITATIVE STUDY OF ECONOMIC 


BALA 


By RAGNAR 


quantitative study of economic 

balance is of interest because it 

throws light on the workings of 
our economy and enables us better and 
more realistically to evaluate its posi- 
tion at any time. ‘The practical appli- 
cation of such a quantitative study, 
however, can be of real value only if 
interpreted in the light of the larger 
perspective of fundamental long-range 
tendencies which dominate our economy 
generation. Against this 
broader background a quantitative 
study, even though approximate and 
subject to errors because of inadequate 
data, furnishes a sharp tool which not 
only helps to clarify the current position 
of American industry but, more im- 
portant, points to the most probable 
It is obviously 


in this 


future course of events. 
impossible to obtain accurate figures 
for economic balances. However, a 
profit economy based on exchange of 
commodities in an unknown market 
depends upon automatic safeguards of 
operation through forces of supply and 
demand, prices, volume of production, 
credit and profits, and is subject to 
marked fluctuations as a normal char- 
acteristic. Therefore, although the er- 
rors in quantitative measurements of 
economic balance may be considerable, 
the maladjustments that are being 
subjected to study generally exceed the 
error of measurements. 

In discussing this entire problem, I 
shall first touch upon the philosophy 
behind the practical application of the 
quantitative analysis of economic bal- 
ance, then mention in the 
method used in arriving at the esti- 
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mates and the sources of data, ney 
show briefly the quantitative changes ip 
our economy that took place in th 
post-war period, discuss in some deta; 
some of the profound economic force; 
which bear on our present-day position 
and without which it would be impos. 
sible to draw correct conclusions from 
the quantitative analysis, and lastly 
give an interpretation of the present 
situation and the near-term outlook a 
derived from this study. 


Basic Premise of Economic Balance 


I shall first touch upon the major 
basic premise of this study which cover 
the post-war period. We produce tw 
major classes of commodities, con- 
sumers goods and producers goods 
Consumers goods, of course, also in- 
clude consumers services. Consumers 
goods and services can be divided int 
two major categories: goods bought for 
cash, such as foods, textiles, tires, 
tobacco, gasoline, domestic 
power, domestic telephone service; and 
those bought through extension of con- 
sumer credit, such as automobiles and 
residential building. For convenience, 
I classify the first group of these 
products as consumers goods and the 
second class as consumers capital goods 
From this point on I shall include con- 
sumers services with consumers goods 
Producers goods range from locomotives 
and high-speed machine tools to con 
mercial and utility buildings. 

Normally, in the production 
types of goods and services a certail 
amount of funds are withdrawn from 
circulation for reinvestment in plant 


electric 


of all 
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>ment, and the remainder is of consumer credit until a breaking 
available for the purchase of point was reached. An _ expanding 
vers goods. This is true in the rate of output in producers-goods in- 
tion of consumers as well as dustries is therefore necessary for any 
-s goods. Consumers are able increase of consequence to take place 
-b the entire output of con- in output as a whole. We are all 
ods only because the pur- familiar with the old axiom that a 


Cuart I. Tue Fiow or Purcuasinc PowER THROUGH OUR 
FINANCIAL SYSTEM 


THEORETICAL DIAGRAM OF BALANCE 
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wer originating from con- Taste l. Crircuration or Funps in Our Economy 
’ . Pa, | Simplified Schematic Outline 
ods production is augmented ai . 
(In billion dollars per unit of time, such as a year) 


urchasing power originating Total Value of Production for the Market.. 100 


he production of producers goods. hod i nee 
cy ’ ae roduction of Consumers Goods and Services 
llustrated by Chart I. The pestangye se na ; 


Reserves, Profits and Savings Not Spent 
tation of purchasing power from for Consumers Goods.... ‘ 
lucers-goods industries makes Available for Purchase of Consumers Goods 
‘— for the consumers to take off Production of Producers Goods and Services 

irket the entire output of con- Reserves, Profits and Savings Not Spent 

goods. It is illustrated by for Consumers Goods ve 
which shows the condition of Available for Purchase of Consumers Goods 
ance. Purchasing Power Available for Consumers 
it this increment of pur- Goods : 
power from the producers- Production of Consumers Goods 
industries, consumers could not 
the market the entire output 
umers goods, and the profits and__ rising bond market, a high rate of new 
arising from production would _ security flotations, and large volume of 
in the banking system as cash construction mean rising prices and 
best would be used for extension good business. This holds good over a 


3alance a eee Ke 
Funds for Reinvestment in Producers Goods 
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period of a year as well as over a period 
of twenty years. 

If the rate of reinvestment in pro- 
ducers down or loses 
balance with the output of consumers 
goods, so that consumers are not sup- 
plied with the necessary increment of 
purchasing power from producers goods, 
consumers debts will rise, and inven- 
tories will begin to accumulate in the 
hands of manufacturers and distrib- 
utors. Manufacturers will then trim 
their production quotas, retrench their 
programs for plant expansion and begin 
to scale down working forces and wages. 
The lower purchasing power from re- 
duced operations affects the rate of 
activity, and a deflationary spiral is on 
the way. Liberal credit expansion and 
overextension of plant before the de- 
cline intensify the subsequent events. 
When prices and production have been 
finally reduced to levels where even the 
much lowered purchasing power enables 
the consumers to remove the current 
output from the market, and when the 
manufacturer by reason of profitable 
expansion into new markets or by 
wear, tear and obsolesence begins to 
invest in new plant and equipment, the 
basis is laid for stabilization and re- 
covery. ‘This is the basic premise in the 
quantitative study of economic balance. 


Zoe »ds sl IWS 


Methods Used in Arriving at Estimates 


[ shall next take up the method used 
in arriving at the quantitative data of 
economic balance. 

The total value of product for the 
market by years since 1919 can be 
obtained by building up an income 
statement including total wage and 
salary payments, pensions, dividends, 
interest, rents and royalties, individual 
and partnership profits and net agricul- 
tural income. These figures can be 
checked by employing the different 





approach of adding the net cengy srs must 

value of manufactures, the gross mark. Me chasing P 
ups in retail and wholesale trade, con. A. at Sal 
struction, transportation, electric power [he Censt 
and light, telephone and telegraph, and ar 1929 Tw 
other services. In carrying out the MEE the consume 
latter method, it is necessary to guard ‘vo main br 
against duplications. For example -hased for ca 
manufactured products going into cop. basis of cre 
struction industries are already jy Jers ca 
cluded in the figures of the Census -atio to the 
Manufactures and must, therefore. he consu 
eliminated from construction; only the alues for th 
gross mark-ups in retail and wholesale sods and c¢ 
trade and other service industries should hat period « 
be included, since the costs of merchap- By this p 


dise are already in the data for manv- ave been ar 


facturing and transportation. age dollar ¢ 
Yearly estimates of the value of the 1919-1930 11 
output of consumers goods since 1919 JM goods produ 
can be made by deducting from the consumers 
total value of product the yearly value HM goods, and 
of producers-goods production, which oower availa 
can be obtained by similar methods: a imers capit 
consideration of the problem from two In order te 
points of view—value of producer: nthly est 
goods from manufacturing, construc- necessary. 


tion, etc., or investments of capital by ndexes, pre 


corporations through reserves, by indi- sonalized. 


viduals through savings and profits and nsumers 
new capital issues. ‘These estimates ods and 
should check approximately. Be price indexe 
These steps give annual figures for to be compi 
lucts; th 


the period 1919-1930 of the total value 
of product, of the value of producers- 


ndexes mus 
goods production and of the value of 


{values an 


output of consumers goods, excluding verage 19I¢ 
duplications. dditional s 
Over a long period of time, the tota’ roduction f 
purchasing power available with which f our ecor 
to take off the market the total output rates. Fina 
of consumers goods must necessaril} rected for | 
equal the production of consumers @ made for t 
goods after making allowance for net purchasing 
exports. Selecting 1919-1930 as a base, alaries, on 
the average yearly value of consumers- nterest, di 
goods production over those twelve and partne 
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equal the average yearly capital issues. ‘The total of these give 
, power for consumers goods monthly estimates of total purchasing 
me period. power for all consumers goods which 
nsus of Retail Trade for the can be compared with the monthly 
rnishes a basis for dividing rates of output of these goods. 
:mers-goods production into Standard sources were employed for 
branches—those goods pur- all data. The Census of Manufac- 
cash and those largely on the tures, the Census of Construction, the 
{ credit, named in this study Censuses of Wholesale and Retail Trade, 
merscapital goods. Applyingthe the Statistics of Income of the United 
the average 1919-1930 output States Treasury Department, the De- 
nsumers goods, the average partment of Labor, the Federal Reserve 
the production of consumers’ Board, the F. W. Dodge Corporation, 
and consumers capital goods for the Interstate Commerce Commission, 
eriod can be determined. and publications of the National Indus- 
his procedure five basic figures trial Conference Board and the National 
been arrived at, namely, the aver- Bureau of Economic Research are 
llar output during the period among the most important. 
in the United States, of all 
produced, of consumers goods, 
ers capital goods, producers 
and the average purchasing A few words about the magnitude 
r available for consumers and con- of these figures and their fluctuations 
rs capital goods. since 1919 may be pertinent. 
rder to translate these figures into During the period 1919-1930, in- 
thly estimates several steps are clusive, goods were produced for the 
First, volume of production market averaging about $70 billion a 
properly weighted and de- year, out of which $42 billion were 
ialized, must be constructed for consumers goods; $13 billion, consumers 
mers goods, consumers capital capital goods; and $15 billion, pro- 
and producers goods; secondly, ducers goods. In other words, during 
ndexes, similarly treated, have this period 78% of all goods was 
mpiled for the same groups of produced for sale directly to the con- 
icts; thirdly, the volume and price sumer and 22% represented invest- 
es must be combined into indexes ments in plant and equipment. 
es and applied to the respective A notable feature of the period was 
rage 1919-1930 base figures. ‘These the enormous increase in the output of 
tional steps give monthly dollar consumers capital goods sold on credit 
luction figures of the three branches _ in relation to the other main branches 
economy expressed as yearly of Americaneconomy. Our prosperity 
Finally, monthly estimates cor- was in large measure one of automobiles 
Yr seasonal variation can be and residential building. Comparing 
for the various components of the peak years 1920 and 1929, the rate 
rchasing power, namely, wages and of output of consumers capital goods 
ries, met agricultural income, increased by two-thirds as against only 
t, dividends, rents, individual somewhat over 10% for consumers and 


Quantitative Changes in American 
Economy, 1919-1933 
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partnership incomes, less new producers goods. At peak rates of 
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production during the summer months 
of 1929 we were turning out consumers 
capital goods, largely automobiles, resi- 
dential building and furniture, at a 
rate not far from $20 billion a year 
compared with $13 billion a year at the 
peak rate of the 1919-1920 period; 
while the rate of producers-goods out- 
put at the peak in 1929 was somewhat 


Cuart II. 
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post-war period, the data being giver 
in Chart II. In considering these dats 
it must be borne in mind that they are 
all in dollar terms, giving effect ;, 
changes in the price level. 

During the boom of 1919-1920, Jas. 
ing somewhat over a year, Output of 
consumers goods rose by one-half: ths; 
of consumers capital goods nearly tr. 
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over $20 billion a year as against 
approximately the same in the I9I19- 
1920 period. 

The output of consumers goods was, 
of course, relatively steady as com- 
pared with that of consumers capital 


goods and producers goods. During 
the period 1919-1930 the output of 


consumers fluctuated between 
$29 billion and $47 billion a year; of 
producers goods between $7 billion and 
billion; and of consumers capital 
between $4 billion and $19 


goods 


23 
goods 
billion. 
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pled and producers-goods production 
doubled. ‘The period was one of large- 
scale expansion in commercial credit 
moderate expansion in long-term credit, 
high rates of wage and salary pay- 
ments, boom agricultural income, anda 
favorable balance between purchasing 
power and production of goods boug.t 
by the consumer. 

The depression of 1921, when Amer 
can industry declined for only a litte 
over a year, reduced the output 
consumers goods by approximately ont: 
third, and reduced the output ol ' 
other major sections of industry 


nearly three-quarters. These declines 
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lace with a pronounced liquida- 


commercial bank loans, with 
decline in long-term credit, 
continued high rates of wages 
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overy after the 1921 decline 
h swiftness in contrast to the 
in foreign countries. Within 
over two years consumers-goods 
n increased by one-half to a 


ot far from the 1920 high rate; 


Lf 


consumers capital goods 
three and one-half times, 
ducers-goods output more than 
The recovery was accom- 


relatively continued high rates 


f wage and salary payments and by 
siderable recovery in net agricul- 
tural incomes, but not by any impor- 
tant increase in the use of commercial 
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high rate of production in that 
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Investments in the producers-goods 
industries continued at the high rate, 
and from 1927 to 1929 we witnessed the 
speculative boom which is now an old 
story. Industries of consumers capital 
goods and producers goods increased 
their production from a rate of about 
$26 billion a year in the fall of 1927 to 
$40 billion a year during the summer of 
1929; this was accompanied by a 
moderate increase in commercial loans, 
continued heavy long-term financing, 
an enormous increase in speculative 
loans on securities, some increase in the 
rate of wage and salary payments, and 
a slight decline in the rate of agricul- 
tural income. In the summer of 1929, 
production of consumers goods far 
outstripped consumption; the rate of 
reinvestments in plant and equipment 
was enormous and speculation rampant. 
The bubble burst after many months of 
continued and marked lack of economic 
balance. 

The period of 44 months from July, 
1929, to March, 1933, witnessed the 
most colossal deflation that has ever 
taken place anywhere. During that 
short span the value of output of all 
commodities produced for the market 
dropped from a yearly rate of $85 
billion to $31 billion, or by 64%, and 
credit during a substantial part of this 
period contracted at a rate averaging 
half a billion dollars a month. In the 
last four years the annual rate of pro- 
duction declined $54 billion; in 1920 it 
dropped $34 billion in a little over a 
year. In March, 1933, production ran 
at a rate of $13 billion a year below that 
of January, 1921, the low point in the 
1921 depression. 

Production of consumers goods de- 
clined from $46 billion a year in the 
middle of 1929 to $26 billion a year in 
the summer of 1932, a rate of nearly 
$3 billion a year below the low point of 
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December, 1920, eleven and a half 
years earlier. Production of consumers 
capital goods declined 90%, from $19 
billion a year during the spring of 1929 
to $2.2 billion a year in the fall of 1932 
when it was roughly one-half of the 
rate of January, 1921, the low point 
in that depression. Producers goods 
fared no better, dropping from $21 
billion a year, at the 1929 peak, to 
$2.5 billion a year in April, 1933, when 
production of this type of goods was 
running just over one-third of the 
September, 1921, rate. In the summer 
of 1933 our economy operated nine- 
tenths on consumers goods and one- 
tenth on producers goods. 

Our total wage and salary bill, at the 
bottom in March, 1933, had been cut 
by $30 billion a year. These payments 
shot by the 1921 low point of $35 billion 
a year in their downward course in the 
summer of 1931, and at that time had 
completed barely one-half their de- 
cline. ‘The farmers who for years had 
received no more than a nominal cash 
return for their labor had only a few 
hundred million dollars left after their 
expenses during 1932. 

A few more figures may be of interest. 
The drops from yearly peak rates of 
wages and salaries to bottom rates in 
1932 or early 1933 were: in manu- 
facturing from $16 billion to $5 billion 
a year; in construction from $3 billion 
to $350 million; in mining from $2 
billion to $400 million a year; in utilities 
from $1.5 billion to $1 billion; in trade 
from $8 billion to $4 billion; and in 
transportation from $4 billion to $2.5 
billion. Some of these declines are in 
sharp contrast to the 1921 experience 
when wages and salaries in mercantile 
industries and utilities were not affected, 
and transportation, mining and con- 
struction showed only moderate de- 
Wages and paid in 


clines. salaries 


service industries continued to 
throughout the 1921 period. 


Environmental Changes Affecting Oy 
Economic System 


What are some of the fundaments| 
causes of this unparalleled and jp. 
credible catastrophe that brought jg 
its train an increase in unemploymen 
of between 2 and 4 million in 1929 1 
15 or 17 million in 1932, and placed 
the very question of the survival of oy: 
economic system in the forefront of 
the minds of many? How can we 
explain that the period of relative hic} 
rates of production of the twenties 
should be followed by a spiral 
deflation that spent itself only after 
placing our economy in a virtually 
paralyzed condition and that even now 
is being fought only through the greater 
and greater use of unorthodox methods? 

To answer this question intelligently 
and realistically, an economist today 
must necessarily recognize the deep- 
rooted changes that have taken plac 
in the conditional environment of : 
economy in the present 


period 
compared with the pre-war decades 
We can observe today social, economic 
and cultural 


consequences of these 
changes in every major industrial coun- 
try of the world. 
of the cataclysm that has embraced 
world economy during the last 
years speaks eloquently for these ne‘ 
conditions, which have raised funde- 
mental issues in sharp contrast to t 
old established principles which broug!t 
industrial civilization to its preset! 
high stature of technical organizat 
and skill in supplying our basic needs 
Economic nationalism, trade wars, t 
barriers, depreciation of exchanges, ane 
inability of nations to solve in common 
even elemental problems vital to the! 
self-preservation are some of the im} 
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ce indications of the lessened 

of our economy to meet new 
oowerful world-embracing forces. 

attempting to sketch in 

- social and economic forces, 

uch upon some of the major 


the United States, without which it is 
ible to interpret quantitative 
f economic balance or to gauge 
nger or short-term outlook for the 
branches of our economy or 
lual industries. 
First, our economic structure is built 
the cornerstone of free interplay 
ic forces and automatic ad- 
tments arising from the production 
mmodities for an unknown market 
regulates the entire production 
ratus through changes in prices, 
itput, wages and profits. The 
losophy of laissez faire and “‘the 
take the Hindmost” was pe- 
successful under the environ- 


tal conditions of the nineteenth 


tury as a major force in stimulating 
development of our productive 
ities at an enormous rate of speed. 
the course of a century this philoso- 
nquered our agricultural frontier 


up technical inventions 
processes enabling us to provide 
growing population with the 

t marvelous facilities for the satis- 
/ material wants. The rural 
lation moving westward supplied 
r-growing demand for foodstuffs 
rising industrial population draw- 
new markets from the relentless 
tretch our domains to the west, 
lsouth. It was an era of new 
ion an immense scale to 
insatiable demands of a 
tinent under the liberating forces of 
S¢ cial, economic and techno- 
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nditions. 
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lumber, and railroad transportation 
were the giants that demanded new 
and greater capital investments to link 
farm and country. Later, steel and 
metals, automobiles, chemicals, elec- 
trical equipment and airplanes placed 
the economy on a new technological 
basis in providing the elemental de- 
mands of food, clothing and shelter. 

These demands created the most 
fertile soil for individual enterprise, 
supplying and reinvesting capital to 
meet what seemed an incessant need 
for expansion. Since these conditions 
were a primary requisite for a healthy 
balance of forces in our economy, it 
met the tests of adverse conditions 
appearing from time to time with flying 
colors and functioned almost with the 
precision of a delicate piece of self- 
adjusting mechanism. 

Environmental conditions have cer- 
tainly changed greatly. ‘That insati- 
able demand for new capital expansion 
on a giant scale which built a continent 
is largely a thing of the past. Remove 
the possibilities of large-scale capital 
investments either domestically or 
abroad, where the United States after 
the World War took a more aggressive 
role through the large-scale exportation 
of capital, and we also remove one of 
the most important conditions neces- 
sary for our form of economic structure 
to carry on successfully. ‘This basic 
change alone is sufficient to explain 
many of our current problems. Super- 
imposed and correlated are other 
changes of primary import. 

The second important factor is the 
increased technical skill of a mecha- 
nized civilization by which production is 
carried on with relatively greater fixed 
charges in relation to flexible costs than 
formerly to yield the same output. As 
technique transcended old boundaries, 
the same volume of goods could be 
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turned out with very much less man 
power, but only by adding to fixed 
overhead and expenses. This process 
has been a fundamental characteristic 
of the last century, but in past decades 
no difficulties arose because the liberated 
man power found new avenues for 
efforts in fields requiring immense capi- 
tal investment for their development. 


Present circumstances differ. June, 
1933, saw a rate of production in 
manufacturing industries 10% higher 


than the average rate of 1919, and yet 
the number of wage earners employed 
was somewhat over five million as 
against nine million in 1919. While in 
former decades this man power found 
outlets in the exploitation of new 
markets requiring a healthy and con- 
sistent growth of capital reinvestments, 
we find today, except for a few dynamic 
small industries, that this man power 
has become a burden on our economy. 

The relatively greater fixed charges 
in relation to man power per unit out- 
put also creates another problem. It 
diminishes the ability of our economy 
to affect the necessary adjustments 
under stressed conditions. The higher 
overhead and heavier fixed charges 
place the burden of cost reduction to 
a much greater extent on the flexible 
items, among which labor is the out- 
standing. ‘This condition places a pre- 
mium on the aggressive adaptation of 
labor-saving equipment which, while 
lacking the major stimulus of large- 
scale employment for new capital, yet 
intensifies the problem of an over- 
supply of man power. Fixed overhead 
and charges are today regarded as an 
impossible burden under current rates 
of production and the price level. An 
increase in the price level would un- 
questionably help debtors, assuming 
that conditions generally improved, 
but the problem is more fundamental. 
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Total interest and rents rose from 
$13. 9 billion in 1919 to over $2< bill, 
in 1929, or nearly 100%, while dau 
of all goods wv increased hy 
less than 40%. Quite independently 
of price levels or the volume of prodyc. 
tion, technological developments hay 
adiied and continue to add to ‘sonthes, 
fixed-expense burdens in relation 
labor costs. 

A third important change that we 
have witnessed in our economy since 
earlier days is the increasing difference 
in strength between that growing sec. 
tion of our economy dominated by 
large corporate interests and that stil] 
in the hands of the relatively much 
weaker small-scale, and particularly 
individual, enterprises. The effect of 
this development under present con- 
ditions is two fold. First, the increas. 
ing size, financial strength and aeting 
second, the growing interrelations an 
ramifications of corporate control over 
industry, hand- in-hand with the bens 


of our economic te to adjust 
itself from a condition of overexpansion. 
This section of our economy is able 
to withstand adverse economic forces 
much longer than formerly when such 
strength was lacking. T he outstanding 
producers with strong banking support 
continued to maintain prices, produc- 
tion, interest and dividend payments 
during the last four years under cond: 
tions that would have prohibited such 
a course of action twenty years ago. 
It is apparent that this entire tendenc 
has further diminished the adaptability 
of our profit economy to storm cont 
tions. The very strength of the corpo 
rate section of our economy contrasts 
sharply with the other section still on 
basis of a modus operandi of decacts 
ago. ‘This contrast brings new pro 
lems and dislocations. Agriculture 
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retail and wholesale trade decades. They influence the life of 
ing are outstanding sections everyone in the most vital fashion. 
1p economy still in the pre-war The greatly lessened scope for large 
of development. Difficult trade capital investments into new spheres 
ns tend to place inevitable of action, which limits the capital-goods 
ents that are not carried out industries to replacements from depre- 
stronger sections upon these ciation and obsolesence; the growing 
branches with augmented in- problem of surplus man power resulting 
Witness the more or less from incessant application of labor- 
nic condition of agricultural dis- saving processes; the increased fixed 
ince the World War, the mortality charges in relation to labor cost per 
ir small entrepreneurial re- unit of output; and the growing con- 
1d the fate of the local country trast between the strong section of our 
juring the last four years. Itis economic fabric, dominated by a struc- 
agriculture was profoundly ture of interrelated corporate and 
| by the War and by the post-_ banking giants, and that section still 
litions of demand, but basically under the influence of past small-scale 
of our agricultural com- operating methods give rise to the 
ist be traced to the inability problems of: 
illions of farmers to adopt (a) Unemployment on a large scale, 
y those large-scale methods difficult to absorb. 
n now dominating industry, (b) Excessive reductions in purchas- 
y because of the character of ing power which is basically determined 
ultural lands as they are split by wages and salary payments. 
innumerable, small individual (c) A solidification or “‘freezing”’ of 
the economic structure, seriously under- 
pect of this fundamental and mining its ability to weather the storms 
» contrast is the marked dis- of cyclical depressions successfully. 
the declines of various prices 
mpared with former depres- 
have deepened the disloca- 
findustry. On the one hand, we I shall next consider against this 
of those products dominated background some of the forces that 
hly mechanized, financially strong enabled the United States in the post- 
or semimonopoly organiza- war period up to 1929 to carry produc- 
ially unchanged and, on the _ tion to new high levels and to show the 
the drastic declines of astounding recovery from the 1921 
those products yet under depression. We entered the post-war 
e of small-scale producers or period with strong but artificial and 
aegis of weak corporations. temporary forces forming a firm 
t look upon the question of basis for a high rate of production. 
balance since 1919 and the ‘These were: the post-war reconstruction 
the next few years against of devastated areas in Europe, the 
und of these profound modi- satisfaction of the latent demand for 
in the soil in which our commercial and residential building 
philosophy and operating which had particularly suffered during 
bore such fruits in past the War, the reestablishment of the 


Post-war Forces and Boom Conditions 
Leading to Economic Crisis 
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plant and equipment in our railroad 
system on an efficient and modern 
basis after federal control, the rehabili- 
tation of our manufacturing plants to 
conform to peace-time conditions and 
to a new standard of technical skill and 
management, and the continued rise 
of two great industries that were still 
at that time in their early period of 
development—automobiles and_utili- 
ties—and the rebirth of another industry 
immensely important in war times— 
the chemical industry. These brought 
in their train the demand for auxiliary 
plant investments and the necessity 
of extending road building to create 
a vast highway system. Add to this 
the aggressive development of foreign 
aided by the conversion of 
this country to a leading creditor 
position, and we have the constel- 
lation of forces that gave rise to high 


markets 


wages and an unusually favorable 
economic balance during the period 
1919-1929. It was not until 1928 that 


signs began to appear that the longer- 
time powerful and unfavorable forces 
were beginning to come to the fore. 
Nevertheless, the greatly altered base 
of our banking system with its flexi- 
bility of credit expansion permitted the 
continuance of the level of activity for 
more than a year. 

The basic reasons for the seriousness 
of our present position seem clearer if 
this light. Fundamentally 
longer-term forces 
that were tem- 
the peculiarly 
Super- 


viewed in 
it is due to the 
affecting our economy 
porarily overcome by 
favorable post-war conditions. 
imposed upon these forces we experi- 
enced, first, an unusually widespread 
speculative boom in every department 
of activity before the crash; secondly, 
an abnormal amount of price deflation 
because of the artificially maintained 
price plateau of the post-war period 
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supported only by reason of the eno,. 
mous rate of activity in those year. 
thirdly, a collapse of a credit structy, 
pyramided to an excessive degree % 
cause of the great flexibility of the 
Federal Reserve System; and, finally 
an extraordinary lack of liquidity i 7 
banking assets arising from the dimip 
ished opportunity for the exercise 
commercial-banking functions and the 
necessity, therefore, on the part 
bankers to place a larger and rk 
proportion of assets in semiliqi 
virtually nonliquid long-term inve; 
ments. ‘The combination of the Ful 
force of the longer-time economic trends 
and the particularly overexpanded boom 
conditions of the twenties resulted ina 
crisis worse than ever before, which 
yet has not been overcome 
normal adjustments of past experience. 


as 


by the 


Long-term Prospects and Immediate 


Outlook 


A conclusion can be reached from 
this analysis that the longer-term pros- 
pects are not promising for a substantia 
recovery to pre-depression levels 
activity through natural 
events. The outlets for 
penditures to be utilized for profitable 
purposes are relatively limited. Op- 
portunities exist in a few industries, 
such as chemicals and natural gas. A 
revolutionary development of residen- 
tial housing may possibly occur through 
application of the latest technological 


courses 


capital 


progress in the utilization and fabnice 


1 


metal products, 
housing at a_remarkabl} 


tion of 
steel-alloy 


low cost. Even under norma! condi 


tions such a far-reaching change w uld 
require a lengthy period before becom 
ing an important factor in view 0! the 
manifold problems of breaking dow 
old habits and style resistances. Under 
course 


present conditions, such a 
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further slowed 
as a propelling force upon 
income. We are, therefore, 
to replacement demands 
m wear, tear and obsolesence, 
f which is greatly influenced 
of production and profits 
luction of consumer goods. 
reasonable to 


up by its 


fore, seems 
onclusion that current gov- 
licies are not dictated by 
to put theoretical opinions 
tests but by force of eco- 
cial circumstances growing 
deep-going change in our 
y environment within which 
tablished principles of indi- 
rprise and automatic read- 
do not seem to afford a 
y solution of our problems. 
f the efforts to substitute 
natural causes of recovery 
motion such forces as will 
three interrelated tasks; 
the improvement of the extra- 
low level of purchasing power, 
n of new life blood into the 
ds industries, and the con- 
ipport of the existing debt 
The 
three major 
ilready existing fixed charges 


immense funds spent 
directions: to 


banking structure; directly to 
as a form of a dole; and 


capital goods in the form of 


vorks. The resulting increase 


leral debt is only in small part 


by investments in income- 


ing projects and hence represents 


litional unsupported promise to 


upon an already 
me debt structure. 

and all other current govern- 
tend to augment the 
rking towards further solidi- 
of those forces 


isures 


“freezing” 


ol the natural flow of eco- 
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nomic change. Therefore, once em- 
barked upon, these policies tend to be 
continued since even a slow retrench- 
ment in their application would bring 
a period of jolts and readjustments to 
reestablish an equilibrium under the 
new conditions. Once the orthodox 
principle of “let nature take its course”’ 
is partly supplanted by attempts to 
control economic forces artificially, it is 
extremely difficult to turn back. Cir- 
therefore, likely to 
to continue 


cumstances are, 
force the Administration 
indefinitely the establishment of in- 
creasing direct or indirect control of 
economic forces until our economy will 
assume some of the characteristic fea- 
tures of the major European industrial 
nations. 

Let us now consider the immediate 
outlook in the light of these broad 
perspectives and in view of the current 
quantitative position of our economic 
balance. 

A few figures will help. 
Economic BaALanct AND 
CuRRENTLY 
(Figures in billion dollars) 

Figures Denote Yearly Rates—Adjusted for Seasonal 
Variation 


TaBLeE II. 1932 





Year 
1932 


Consumers goods 
° 7 


ses mer a a 
Consumers capital goods 


irchasing 
sumer 

Goods produced 
sumer 

Excess or defi 


ing power D 0.5*|D 0.7 





* These are within any reasonable error of 


an approximate balance existed at these points. 


Purchasing power and the output of 


consumers goods were in relatively 


good balance during the year 1932 and 
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in the beginning of 1933, while capital- 
goods industries had been for some 
time in a completely deflated state. 
economy ready for some 
recovery, however slight. Even the 
banking crisis did not have a great deal 
of effect upon the current rates of 
either production, purchasing power or 
prices. If the process of deflation had 
not been brought to a point of near com- 
pletion, that event would have been ac- 
companied by far greater repercussions. 

The developments since March are 
very significant. ‘The policy of the Ad- 
ministration brought an instant specu- 
in production rates 


Our was 


lative reflection 
and prices of consumers-goods indus- 
tries. Manufacturers forced to 
protect themselves against the proba- 
bility of much higher prices and the 
danger of inflation. It is notable that 
the rate of output of consumers goods 
rose so rapidly that in July it out- 
stripped purchasing power by billions 
of dollars a year, while capital-goods 
industries remained in a dormant posi- 
tion. Accumulated inventories and ex- 
cess production forced consumers-goods 
industries, particularly food and textile 
manufacturing, to reduce operations to 
a dollar rate in December, approxi- 
mately 24% below that of last July, 
but still 12% above the rate of March. 
This decline in consumers-goods indus- 
tries was not accompanied by a corre- 
producers-goods 


were 


sponding decline in 
industries, which on the contrary have 
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shown a moderate improvement since 
July. The most important, however 
was the retention of consumer ae 
chasing power in December at a rp» 
only moderately lower than that qj 
July. With the rate of productio, 
of consumers-goods industries dows 
sharply, we find for the first time ip 
many months an actual excess 4j 
purchasing power over the rate 
production. This explains the cop. 
tinuance of relatively satisfactory dol. 
lar retail sales over last year during 
the fall months of this year. 
The present position of economic 
balance leads to the conclusion tha 
moderate business pick-up should ozcur 
in the spring of 1934. This conclusion 
is further supported by consideratiy 
of the enormous expenditures likely 
to be made by the Government {o 
public works, the Civil Works Adminis. 
tration, loans to agriculture and 


opening of banks, much of which are | 


direct additions to purchasing power 
from normal sources. 

Quite apart from the dangers 
current government policy and the 


underlying social and economic forces 
that will continue to carry us toward 
state of increased government dominz 
tion over industry and labor, there are 
good reasons to view the immediate 


outlook for business with more cont- 
dence than for some time. 
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THE 


PASSING OF THE OLD ECONOMIST 


By WINTHROP M. DANIELS 


HE Old Economist and his philos- 
phy have been definitely super- 
seded. He is as much an exile, 
ntifically speaking, as the White 
Like 
1 it remains his task to appraise, 
h what objectivity his background 
nits, the causes and nature of the 
n without presuming to pass 
| judgment on the good and evil 
t in the revolution. 
the exit of the Old Economist 
as dramatic as that of the 
igentsia from Moscow. But there 
is kinds of exits. ‘There is the 
as when ‘‘a well-graced 
ves the stage.’’ ‘There is the 
tative, exemplified in lan 
‘n’s once famous query— 


sd ery 
ted exit 


ild the old preacher be taken out 


There is the remorseful 
that of Shakespeare’s Cardinal 
or of Milton’s Adam and Eve 
from Paradise. And there is 
efactor’s exit where, before the 
prung, the condemned is gen- 
allowed a parting word of 

n or confession, to a world 
nfidence he has betrayed. It 
the last which best befits the 
nomist, so unexpectedly ex- 
m public confidence. 
ist be recognized that there was 
ell-defined difference in the former 
ind influence which the Old 
enjoyed in England as con- 
with his status in the United 
He never was accorded the 
verlordship of economic policy 
ountry asin England. His per- 
castigation of high tariff pro- 
nin America was anathema to the 


capitalistic upholders of ‘rugged indi- 
vidualism.”’ His refusal to condone 
the price policies of industrial trusts 
left him “‘outside the breastworks”’ of 
Big Business. But his views upon 
sound money and the sanctity of con- 
tracts happening to coincide with the 
interests of the industrialists made him 
not entirely persona non grata with the 
world of practical affairs. He had been 
accorded a recognized professional rdle 
by some of our large banks and even by 
some of the major industries where 
public regulation of rates or wages 
required his expert assistance. In Eng- 
land, where also the Old Economist has 
been handed the bowstring, his role 
was formerly far more magisterial. As 
one of the new dynasty remarks, 
“Under a functioning /aissez-faire sys- 
tem the economist had the best of two 
good worlds; the satisfaction which 
intricate and exact intellectual reason- 
ing gives, and the equally pleasing but 
incompatible satisfaction of 


usually 
It is a privilege hard 


exercising power. 
to abdicate.”’ But irrespective of the 
former status of economists here and 
elsewhere, they are at present all indis- 
criminately in Limbo. 

An inventory of the assets of the 
economic philosophy’ so violently 
thrown into bankruptcy discloses what 
is now regarded as a curious jumble of 
bad paper and worthless securities. 
Evidently the Old Economist put an 
absurd reliance upon the “Invisible 
Hand” promoted by Adam Smith, as 
well as upon the “Profit Motive” 
sponsored by countless classical econo- 
There was a close connection 
The basic 


mists. 
between these two concerns. 
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idea was that the most effective assur- 
ance of an adequate supply of such 
goods and services as society required 
was to permit each individual or associ- 
ation of individuals to determine for 
itself what to produce, and what would 


fetch a remunerative price in the 
market. This price, it was hoped, 
would afford a profit over costs. Each 


producer sought only his own interest 
in the process, and it was supposed or 
concluded that while thus seeking only 
his own advantage under the omni- 
present stimulus of self-interest, he 
would be led as it were, by ‘“‘an in- 
visible hand” to pursue a line of con- 
duct best contrived to promote plenty 
and cheapness for society as a whole. 
The appraisal of these ideas by our 
new masters is quite disheartening, 
although it is conceded these assets 
once seemed to have some promise of 
value. Sir Arthur Salter in his post 
mortem kindly remarks that “none at 
least can withhold an honorable tribute 
at its passing to a system which shel- 
tered hundreds of millions in a comfort 
known before only to as many thou- 
sands; and which decade by decade 
absorbed an increasing population and 
supported it at higher standards of 
living.” The vice in the older view 
appears clear when we consider how 
much more satisfactory in providing 
society what it needs in appropriate 
amounts and at the proper place and 
time is the planned forecast of a Federal 
Commissar who charters enterprises to 
launch forth under predetermined wage- 
scales, hours of labor and price limits 
for its products. Similarly, we now 
recognize the superiority of an agri- 
cultural dictator who, in the interest of 
remunerative returns to the granger or 
cotton grower, determines how much 
acreage is hereafter to revert to waste. 
Another dubious venture of the Old 


Economist was his ill-starred reliance 
upon a gold monetary standard. Thi. 
obsession for “‘a yellow metal, original) 
chosen as money because it tickled th, 
fancy of savages”’! has now passed int, 
the discard in favor of a “manage; 
currency,’—an unrestricted reliance 
‘*on the conscious and deliberate regy|;. 
tion of the supply of money.” The (jj 
Economist, it is allowed, recognize) 
that the purchasing power of a defined 
weight of gold, while more stable thay 
other commodities from day to day. 
varied considerably from decade { 
decade. Even while it constituted the 
legal standard of money, the price leve 
which was tied to it by an elastic cord 
would expand or contract sensibly by 
reason of the seasonal enlargement or 
shrinkage of bank credit. But the Old 
Economist seemingly attributed to the 
evolutionary survival of gold from 
among a ruck of commodities which had 
vainly essayed the task of serving a 
basic money an undeserved importance 
He did not realize how mankind could 
be “‘crucified upon a cross of gold.” 
He was oblivious to the perils of “gold- 
hoggery.”” He was too distrustful of 
those with a debtor-complex who were 
always seeking to tinker with the basis 
of commercial obligations. He sup 
ported gold as the ultimate money of 
redemption because, whatever its 10 
firmities, it at least excluded the danger 
of the monetary ‘‘ meddlesome Mattie.’ 
When between 1914 and 1919 gold lost 
half its value, and the bond holders 
real income shrank correspondingly an¢ 
when insurance policies and _ savings 
bank deposits withered in relation ' 
the costs of living, he suggested ™ 


1 Money by D. H. Robertson, M.A., Fellow & 
Trinity College and Girdler’s Lecturer in Econom 
Cambridge. Introduction by J. M. Keynes, 
C. B. Fellow of Kings College, Cambridge. 
bridge Economic Handbooks-II, p. 155. 
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enlargement in the weight of 
dollar. Government bonds 
been sold upon the specific 


f repayment, both interest and 


in gold coin of the then 


-d weight and fineness seemed 


re than “‘a scrap of paper”’ 
iid be repudiated without a 
national faith. He 
wink at a little judicious use 
ney pump, if the tires of in- 


f the 


emed to be sagging unduly.” 


| increment of gain which the 
lustry could temporarily steal 


internal prices were artificially 


ilated moved him not. 


In short, 


mic senses were becoming 


| and his ethos of trade showed 
f fatty degeneration. 


e Old Economist had long ago 


inmistakable signs of dotage in 


nces ¢ 


Nr) 
iil 


s surrender of some of the peripheral 


f laissez faire. His acquies- 
r even his positive approval of 


limitation of working hours, espe- 


for women andchildren, may serve 


: 
xXample. 


ectn\ 
LOW 


not 


aA} 


ries 


r wages. 


He had even managed 
a blessing on collective bar- 
Compensation laws 
industrial accidents 


trom 


)proval, and even the prospect 
1 age pensions he occasionally sur- 


with tolerant eye. It must be 


Ve 
y 


that he never conceded that 


the duty of the government, 
r directly or through pressure upon 


T 


ve 1: 


program 


rs, to provide jobs for the 


and he was wont to be 


{ the extensive use of a public 


appropriate 
To take from 


as an 


1 


the jobless. 


‘payer money that he could ill 
in order to create for his sup- 
benefit things that he did not 


1 at a cost higher than should 
be incurred, remained to the 


ng the Old Economist’s anti- 
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pathies. Not that he disavowed the 
moral responsibility of the State to 
relieve the distress of the hopelessly 
indigent, but that he disapproved the 
means employed as needlessly wasteful. 
The partnership officiously proffered by 
government to business never seemed 
to attract his favor. It was suggestive 
of Doctor Johnson’s “patron,” who 
had looked “‘ with unconcern on a man 
struggling for life in the water, and, 
when he has reached ground encumbers 
him with help.” The Old Economist’s 
mind dwelt among the legends or the 
histories of the past. When he thought 
of government’s asking business how it 
could help, he was reminded of Dio- 
genes’ reply to Alexander’s similar 
question,—“‘stand out of my sunlight.” 
When he contemplated official over- 
sight of manufacturing, he would recall 
Colbert’s elaborate decrees regulating 
the exact number of strands of warp 
and woof that were to be embodied in 
French textiles. In short, he was hope- 
lessly dwelling among the cobwebs of 
the past of forgotten men. It was 
clearly time to move on,—from the dark 
past of Mercantilism to the shining 
promises of Moratoria. 

The final push that displaced the old 
economic philosophy must unquestion- 
ably he ascribed to the speculative crash 
of the fall of 1929 and its aftermath. 
There have been crises, panics, bank- 
ruptcies and hard times before this in 
human history, although our insistent 
present sufferings will hear of them with 
but scant patience. It is of little use 
therefore to refer back to these for- 
gotten landmarks in social experience to 
a generation which, on the whole, 
adopts Mr. Henry Ford’s theory that 
‘history is bunk.’”? When the question 
of ‘‘what to do about it” was proposed 
to the somnolent Sphinx of the old 
economics, the answer vouchsafed was 
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little else than a suggested reliance on 
the o1s medicatrix naturae, the slow, 
automatic, competitive adjustment of 
disrupted price levels and a curtailment 
of government waste. If it was deemed 
essential to apply a mild lenitive, he had 
little in his pharmacopoeia to suggest 
other than a reduction in the pro- 
hibitive rates of tariff duties which 
along with the new nationalism had 
strangled foreign trade. To the ardent 
proposal that artificial means should be 
taken by government to bolster agri- 
cultural prices up to a level with those 
of protected manufactures, he calmly 
opined that the fundamental remedy 
was to remove the artificial props under 
the latter. To the suggestion that fore- 
closure of farm mortgages be postponed 
by stay laws, he had only the weak re- 
joinder that two-thirds of the farm 
properties in the United States were 
quite unencumbered by mortgage liens 
and that the impairment of contracts 
would only weaken the future position 
of the borrower in the loan market. He 
was unable to see that enlarged govern- 
mental expenditure, even on capital 
projects artfully excluded from the 
ordinary budget statement, could in- 
crease aggregate purchasing power. He 
failed to realize that an extra dollar 
taken away from Jones by taxation, or 
borrowed from Smith through the sale 
of government securities, did not create 
a net addition to the community’s pur- 
chasing power when paid to Robinson 
for doing something which neither 
Jones or Smith wanted enough to pay a 
dollar for. And finally when it came to 
debasing the currency and creating the 
illusion of high prices, the old dotard 
was simply aghast. This version of 
the Preface to Morals seemed to him 
the Prelude to Infamy. He was left 
gibbering about the recent German 
debacle when upon the abandonment 


of the inflationist experiment the new\y 
introduced Reichsmark of gold wa 
declared by decree to be exchangeabj, 
for a million million pre-war marks. 
With the collapse of prices in the {, 
of 1929, the feeble precepts of the old 
doctrines were openly flouted by the 
practical gentlemen then in contro] of 
affairs. The inevitable downward re. 
adjustment of prices of commoditie 
and labor it was sought to stem by 
swearing the big industrialists to maip. 
tain the old wage levels. This Parkino. 
tonian mop for a time obstructed the 
necessary process of price subsidence: 
and where adhered to, quickened the 
discharge of all but essential employees, 
thus rapidly enlarging the area of un. 
employment. It was supplemented by 
a rising tariff which choked more 
effectively the conduits of foreign trade, 
and was aggravated by the failure t 
make any effective reduction of public 
expenditures and by the prodigal outlay 
upon wheat and cotton surpluses in a 
disastrous attempt to peg the prices 
of thesestaples. Nomore pitiful record 
of taurocephalic incompetency ever 
disgraced our economic annals. But 
while the older economics was prat- 
tically impotent under the last Admi- 
istration, its complete effacement oc- 
curred only with accession of the 
present régime. It is true that the new 
Administration retrieved some of the 
gross mistakes of its predecessor. Its 
drastic imposition of the banking hol: 
day was probably warranted by the 
extent to which invisible rot had cor 
roded the country’s banking structure 
The new leadership made more than 
gallant gesture in cutting down ord: 
nary public outlay, though it sud 
sequently undid its virtue by te 
bifurcation of the budget, permitting 
it to enjoy the pleasures of sin for: 
season by earmarking its intended pr 
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the name of “capital 


} 
under 
99 


ture 
ndgiture. 


our new masters would 


ve none of the old economic philos- 


IKeLy ¢ 


toward 


me 1s 


n in a fog, stand still 


They also are practical men. 
have no use for the old adage— 
you are as 
) move in the wrong direction as 
shome.” Their theory of medi- 
the application of strong specifics. 


ike the eminent medical practitioner 


{old 


u 
; 


patient cannot otherwise be cured, 


hey 
Icy 


rive 
iv 


lngr 


AK 


If 


they have one sure remedy. 


» him fits, because they know 
always cure fits. In place 


f the time-worn—and time-dishonored 


na of the slow, natural, auto- 
readjustment of competitive 


es with the resultant adjustment of 


f DIV 


) demand, they are exponents 
.nned economy, an ordered 

society. While they deny 
ion to the Technocrat, they 


foundly impressed with the 


ages of “‘technological unemploy- 
t,” and through rejecting the Tech- 


rats money unit, the “erg,” 


whose 


is ever constant, they are experi- 


with their own dollar whose 
lay by day, is never the same.’ 


the school has quickly 


new 


-d the idea that, short of avowed 


1vionary 


doctrine, there is no 
like manipulation of the mone- 
t which will align them with the 
social innovators. A ‘‘man- 
ar’’ is only a weakened form 
Catilinarian tabulae rasae. Mr. 

the master mind of the new 


: le 
> ale 


17 


hool, has told us that “‘if the orthodox 


had been more reasonable and 


bstinate, the transition to the new 


ls might have been effected in a 


the statement above was written there has 

nulgated a devaluation of the dollar to a 
, which is effective until or unless a new 
f the dollar shall be proclaimed. 
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quieter tone and with more urbane 
observances,” but that in the United 
States at least the old régime “should, 
indeed, be thankful that they had not 
been strung up on lamp posts, and that 
it has proved feasible to convince the 
public that a change has really and 
truly occurred by the milder method of 
strong language.’ A_ revolution is 
probably no time in which to look too 
closely for either consistency of policy 
or a sense of humor. But the Old 
Economist cannot wholly repress a 
smile when the government enacts a 
searching statute regulating the future 
offerings of investment securities in 
order to make certain that the buyer 
gets exactly what he thought he was 
buying, and this directly after repudi- 
ating its own signature to the largest 
mass of securities extant, to wit, those 
of the United States, payable specifi- 
cally in gold of a definite weight and 
fineness! Hardly on a par with this 
gargantuan inconsistency is the public 
policy of urging with scorpions, the 
private employer promptly to re-engage 
workers at higher minimum rates of 
pay, while slashing its own payrolls and 
discharging hundreds of its own em- 
ployees, presumably to enhance their 
‘purchasing power.” 

So far as the advocates of a planned 
economy deign to assign reasons for 
the discarding of the older economic 
philosophy they point out that the idea 
of automatic price adjustments hinged 
upon the assumed competitive mobility 
of prices; that with the fixed price 
policies of the industrial trusts and the 
rigid wage scales enforced by strong 
labor associations the old price mobility 
has largely disappeared; that in con- 
sequence we must supplement the 
enfeebled workings of the old régime 
by a masterful trade policy which shall 
brook no denial of the imperious will of 
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the government directorate and which 
will recognize business associations only 
as they comply in submitting industrial 
codes which appeal to our new indus- 
trial magistracy. 

It is true that modern industrial 
organizations both of capital and labor 
impede swift competitive price read- 
justments. In the long slump since 
1929 the recession in the price of steel 
rails has been relatively slight, and 
wage scales of highly organized labor 
have dropped far less than prices 
generally. The penalty for such recal- 
citrancy was registered in the terrible 
shrinkage in steel output, and in the 
deflated payrolls of the most powerful 
unions. Will the herculean task of 
attempting to regulate these domains 
through industrial codes approved by 
the government meet better success? 
Will these extra-legal licenses to operate 
be kept clear of self-interested manipu- 
lation by the “‘sectional institutions” 
which work them? In Adam Smith’s 
day, as he records, it did not require 


much. argument to silence those who 
professed to trade for the _ public 
good. 


As a final reason for the supplanting 
of the Old Economist some mention 
should be made of his traditional atti- 
tudes in the matter of foreign trade 
relations, and in the cognate sphere of 
internal government. The _interna- 
tional division of labor seemed to him 
so prolific of reciprocal advantage that 
the part of the good neighbor was to 
maximize its area. If a _ benighted 
region refused to participate in the 
communal advantages of free inter- 
change, the open door was still imag- 
ined to be the avenue of the least loss 
to the free trading nation. Jockeying 
for advantage was adjudged the petty 
cunning of the horse trader. ‘This, in 
the eyes of the New Nationalism, is 


HARVARD BUSINESS REVIEW 


patenterror. Let each nation sit op its 
little heap or its big heap and try 
short-change his fellow in driving , 
sharp bargain. This is the new de. 
trine of international trade. If jt ¢. 
sults in foregoing the largess that - 
unrestricted commerce might proffer 
let each be content with the consolatio, 
of national self-sufficiency. Let us fo; 
swear the silks of the Orient or the 
supple textiles of the power loom api 
rejoice in home-spun self-sufficiency 
The Dark Ages have no terror for the 
self-sufficient. 

As to the Old Economist’s view; 
upon organic constitutional law, ther 
is perhaps little need of destructive 
criticism. Legal institutions and eco- 
nomics lie after all in quite distinct 
provinces, and the older economist’s 
predilection for a particular legal struc. 
ture naturally was but dictum and 
carried no coercive authority. He had, 
however, assumed the permanency 
the institution of private property a 
well as the sanctity of contract, and was 
wont to assure us that these were basi 
to the industrial order. Where our 
own constitution provided that private 
property shall not be taken for publi 
use without just compensation, he had 
construed the _ declaration literally, 
whereas it now appears that the phrase 
is to be construed merely as a Silurian 
epigram. When he held a gold certif- 
cate carrying on its face the statement 
that the Treasury acknowledged itseli 
the mere custodian of the equivalent 
coin which he owned, he had suppose¢ 
it was the same as a warehouse receipt 
or a hat check. Naturally, he was 
jolted out of this complacent confidenc: 
by being called upon to stand an¢ 
deliver under threats of severe crimina 
penalties. Inter arma silent lege: 


‘““what is a little matter like the Con- 


stitution between friends?” 








He, at leas 


-hargeable 


n toWa r 
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the old warrior disappears tors, nor with acquiescing in a dis- 
orizon, and wings only an_ ruption of organic constitutional law, 
Parthian shaft to disturb the nor with a refusal to stabilize foreign 
exchanges, nor with an insistence that 
other nations follow our policy of pro- 
fusion on public works to raise the world 
t, can boast that he is not level of prices, nor with confiscating the 
with hypocritic indigna- savings of the thrifty, nor with violating 


| 
16 


rds defaulting foreign credi- the public faith. 


shout of them that triumph, 
g of them that feast.”’ 





COSTS AND THE GOVERNMENTAL CONTRO; 
OF BUSINESS 


By THOMAS H. SANDERS 


We need not look to the Russiay 


Increased Governmental 
Control 

GREATER interference in and 

control of industry by govern- 

ments and governmental agencies 
is one of the outstanding tendencies of 
our times; it is declared to be in the 
interests of the people at large, and 
against private interests of a predatory 
or antisocial character. ‘The policy is 
not a new one in the world; in the Mid- 
dle Ages the commerce and industry of 
practically every country, and indeed 
of every district, were controlled and 
regulated to a degree which it is difficult 
for us now to picture. With the com- 
ing of the great mechanical and 
scientific inventions and the growth of 
the capitalist system, it was felt that 
these old restrictions operated to pre- 
vent mankind from coming into the full 
enjoyment of its new heritage, and in 
European countries the nineteenth cen- 
tury was largely engaged in sweeping 
them away. In this country they 
never took root. 

But after 150 years of the industrial 
age it is now found that it will not, in its 
own spontaneous operation, minister 
fairly and uniformly to the well-being 
of the people. In particular it is seen 
that competition, far from leading 
always to the production of more goods 
for the enjoyment of the people, is often 
a disastrous and destructive force, and 
the cry again goes up for governments 
to intervene with measures designed to 
eradicate the evil tendencies, and to 
assure to the people at large a more 
equal enjoyment of the good things of 


life. 


Tendency to 
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experiment to illustrate the poin: 

That experiment is the outcome of 
intolerable political conditions rathe; 
than of economic conditions, and oy; 
own experiments are not likely to take 
that form. But our experiments ar 
already far-reaching enough, and it js 
certain that governmental regulation 
is going to be greater in extent an 

different in character from what it has 
been in the recent past. The ore. 
of large numbers of our people have 
been sufficiently great, and their sense 
of their own political power is sufi- 
ciently keen, that it is impossible t 
suppose that they will not make con- 
stant attempts to improve their condi 
tions. On the other hand, nobody 
who has a sense of history or of social 
organization will advocate a return 


to anything approaching the conditions 


To bind ourselves 


of the Middle Ages. 


again with the fetters from which we 


have so recently shaken ourselves free 
would indeed go far to prevent us from 


enjoying a standard of living made 


possible by advances in the physical 
sciences and by mechanical invention. 
To destroy this organization, and with 


it the results of a century and a half of 
would probably be even 


experience, 


more disastrous than a_ prohibit 


placed upon scientific invention itsell, 
for it is through this industrial organiza 
tion that the results of scientific inven- 


1 
pe p c 


tion are made available to the 
In this dilemma, 


trol or regulation will be applied, an 
the certainty, on the other hana, that 





between the cer 
tainty, on the one hand, that more con 
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‘r unwise control will be de- 
rather than constructive, the 
lem is to discover what forms 
on and control will be most 
4 and least inimical to the 
ed progress of our economic life. 


and Statistics, the Basis of 
-Experience with Public 
Utilities 
| deal of experience along this 
already been gathered in con- 
with the federal and state 
regulate common carriers 
public utilities. This has been 
» on actively for some forty years, 
the beginnings date back much 
than that. It was the univer- 
rience that very little, if any- 
uld be accomplished in the 
effective regulation and control 
the aid of reliable records and 
In nearly every jurisdiction, 
under the Interstate Com- 
mmission for federal control, 
r the several state commissions 
control, a uniform accounting 
rting system has been worked 
y which the utilities have been 
red to keep their records and make 
eports to the regulatory author- 
\ considerable body of precedent 


i standard practice has grown up in 


tion with these uniform account- 
tems in the space of ten or 
years, but even so a great deal 
to absolute uniformity of 
While using standardized 
and supposedly following the 
accepted principles, differences of 
y policy and conditions of op- 
frequently lead to differences 
unting treatment. But the 
thing to observe is that, in the 
f any uniform systems of 
keeping and reporting, the 
ns were practically helpless 


in their attempts at regulation. Itisa 
fair assumption that efforts to extend 
governmental supervision over all 
manufacturing and merchandising com- 
panies will be similarly handicapped 
until they have established similar 
accounting controls; and of course the 
task will be much greater on account 
of the very much larger number of 
business units to be dealt with, and the 
immense differences of conditions be- 
tween industries. At present the 
efforts to set up industrial codes under 
the National Recovery Administration 
are occupying the attention of business 
men throughout the country; the ex- 
amples cited will, therefore, be drawn 
chiefly from NRA experiences. But 
it must be recognized that the problem 
is more far-reaching than that. 
Whether the NRA is to be a permanent 
feature of our industrial life or not, and 
whatever be the name or form of the 
governmental organization which at- 
tempts to exercise supervision over 
business, it will have to grapple with 
this question of the form and content of 
the accounting data through which it 
receives its information, so that the 
problems here discussed are likely to 
be permanent problems in some form. 


Accounting Provisions in NRA Codes— 
Electrical Manufacturers 


The specific efforts to regulate busi- 
ness under the NRA are being embodied 
in the codes of fair competition, many 
of which contain provisions relating 
to accounting and costs. In fact there 
has been so much talk about ac- 
counting under the NRA that many 
people think that there is a special 
brand or system of accounting called 
NRA accounting, which will supplant 
whatever accounting business has so far 
been using. This is not the case. 
There is no special NRA system of 
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accounting, and there is not likely to be. 
What NRA needs is a more universal 
acceptance of the rules and principles 
of sound accounting as they are already 
understood among good practitioners. 
It is true that there is no universal 
agreement as to principle and practice 
even among good practitioners, but a 
considerable beginning has been made 
toward a general consensus of opinion; 
this affords a much better start than 
could be had by beginning with an 
effort to gain everybody’s acceptance 
of a brand new system. 

The typical provisions of an account- 
ing program contemplate four stages, 
namely: (1) that all members shall keep 
their records in substantial accord with 
a uniform system worked out by the 
industry; (2) that reports shall be 
rendered, in uniform form, to the trade 
authority; (3) that having thus ascer- 
there shall be no selling 
below cost; and various provisions 
prevent evasion of the 
preceding provision. The code of the 
National Electrical Manufacturers 
Association contains excellent examples 
of all these clauses. Of this program, 
the first point, providing for uniform 
accounting, has already sufficiently 
proved its worth to be accepted as a 
principle, recognizing that individual 
companies will wish to make detailed 
modifications for their own purposes. 
The rest of the program is all part of 
the new experiment, and it remains 
to be seen how far we can wisely go with 
it. There is talk, for example, not 
only of making reports to the trade 
authority, but of furnishing the same 
or other reports to a department of the 
Federal Government. While it has 
been assumed that such reports as are 
necessary will be gathered, yet it is 
desirable to proceed cautiously in this 
matter and not rush to the accumula- 


tained cost, 


designed to 


tion of vast quantities of Statistic, 
material which will impede rather tha 
help the administration of code matters 


Adoption of Uniform Accounting ang 
Cost Principles 

It has already been stated that it 
would be better not to attempt 
create a new accounting system 
this purpose, but rather to begin }, 
adopting those principles and practices 
which already have found the mow 
general acceptance. In the matter 
balance sheets and income statements 
there has been a good deal of collabor:. 
tion, for example, between the Amer: 
can Institute of Accountants eg the 
Committee on Stock List of the New 
York Stock Exchange. Adi Imittin 
that nobody’s recommendations on 
yet found universal acceptance, ther 
are authoritative and generally ac. 
cepted practices in this country, 
approved by the American Institute 
and other bodies. If modifications are 
needed, they can doubtless be arranged 
in conferences between the various 
interested bodies, but certainly a long 
step forward will be taken if their 
findings can be adopted as a beginning. 

With regard to costs the Nation 
Association of Cost Accountants hai 
been engaged in the formulation of a 
statement of general principles.' Here 
the difficulties are likely to be even 
greater than those arising in the finan- 
cial statements, especially when it }s 
remembered that not only factory costs 


must be included but also selling ané 


administrative costs. The problen 


arriving at the direct costs of a produc! 
there 


will occasion little controversy; 
may in individual cases be speci 
conditions incidental to the costs 


. . . = 
direct materials and direct labor, Du! 


1See XV N.A.C.A. Bulletin 8, December 15, 193! 
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probably be settled fairly 
The problem of overhead will 


constitute the overhead, 

shall be distributed. ‘The 

the items will especially bring 
question of interest on the in- 
capital and the basis for the 
tation of depreciation. In the 
the distribution of overhead 

; of allocation of specific items 

nse to departments and products 
erhaps be agreed upon without too 
lificulty, but the next problem is 
iding upon the volume of 

n, or the percentage of plant 
utilized, upon which the over- 
ve spread. This is likely to 

to wide divergencies of opinion. 
differences which can be 

in final cost figures by com- 
them on a 40% activity as 
1 75% activity are well known. 
vill also be the question whether 
lume shall be decided solely by 
itions within the particular com- 
whether the conditions of the 

as a whole shall be taken as 


inting Problem Subdivided 


uld be well to define clearly 
‘subdivisions of the problem. ‘The 
us stages of accounting work and 
terials which are likely to be affected 
contribute to, public regulation 
follows: 
he internal records of the business; 
tual records of its transactions, in- 
st records. 
reports to be rendered to the 
authority. 
inting and cost schedules which 
bmitted as evidence in hearings 
nts as to selling below cost, or 
ctions of the code. 


Internal Records of the Business.—As 
been stated, a substantial body of 


accounting and cost principles has 
already been evolved and has received 
considerable support. In so far as 
these principles are common to all 
industries, they probably could be con- 
tained in a very few pages, but in 
specific industries their application 
often may give rise to grave difficul- 
ties. The members of each industry 
will have to determine what the general 
principles mean as applied to their 
conditions, but constant efforts should 
be made to secure uniformity as be- 
tween different industries, so far as 
that may be practicable. 

The accountants of the country, and 
their several representative associa- 
tions, constitute the most influential 
nucleus of opinion and practice on the 
subject. Perhaps the greatest single 
guiding principle in this existing body of 
accounting lore is the idea that the main 
business of the accountant is to record 
and report exactly what happened, as 
truly and clearly as he can. There 
has been some attempt to belittle the 
function of the accountant as a his- 
torian, but the function is of the 
greatest importance, and no good will 
come from ignoring it. Only confusion 
and misunderstanding can arise from 
the failure of the accountant to report 
the facts accurately and completely. 
In any regulations, therefore, which 
undertake to prescribe what the ac- 
counts shall show, it is to be hoped that 
nothing will be adopted which may tend 
to obscure the record of the actual 
course of events. 

The question of interest on invest- 
ment is an important item and may 
be considered from two aspects, first, a 
an element in business managemens 
and, second, as a factorin records. On 
the first of these grounds, it is generally 
agreed that a business normally should 
in its selling price recover enough to 
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cover its costs and give a return on its 
investment. It is also agreed that, by 
incorporating this item in the costs, 
recognition is given to the different 
amounts of investment devoted to the 
production of the several products. 
And further, when it comes to gather- 
ing figures for a number of companies 
on a comparable basis, certain inequali- 
ties are removed by the inclusion of the 
charge for interest on investment. It 
adds to the value of the composite 
figures if they can be seen with and 
without this element of cost. 

On the second matter, that of 
records, certain infractions of the gen- 
eral principles of accounting may arise 
if this charge for interest on investment 
is incorporated in the regular financial 
accounts. A profit may thereby be 
anticipated prior to actual sale of the 
goods, and inventory values may be 


correspondingly inflated. For these 
reasons there has been widespread 


opposition among accountants to the 
inclusion of this item in the regular 
financial books. 

Must we then forego the business 
advantages because of the accounting 
difficulties? Not necessarily; methods 
can be devised within the books them- 
selves by which the undesirable effects 
may be eliminated. Furthermore, it 
is possible to prepare cost figures, 
including interest, without including 
them in the general financial books, 
though accountants for the most part 
prefer a tied-in system. 

But the present discussion relates 
mainly to cost accounting as affected 
by the codes. The general problem of 
maintaining prices on a healthy basis 
will be helped by the inclusion of 
interest, and in considering a complaint 
against a company accused of selling 
below costs, this factor should be con- 
sidered as part of the evidence. But it 


does not seem necessary to make a har 
and fast rule that every company shal 
keep its regular records on a basis 
including interest. 

The second very troublesome prob. 
lem is depreciation. The great ques- 
tions here are whether the period. 
depreciation charge shall be computed 
upon the cost or replacement valye 
and by the straight-line method o 
some other. The great majority of 
businesses, for financial accou.tting pyr. 
poses, are doubtless figuring depre. 
ciation on original cost, and by the 
straight-line method. But where the 
circumstances of ownership of the busi- 
ness, or changes in price levels, have 
resulted in book-cost values which are 
quite out of line with present replace. 
ment values, for cost purposes it is 
often desirable to use the latter for 
computing the depreciation charge. In 
considering a charge against a company 
of selling below cost, undoubtedly the 
depreciation should be reckoned on 2 
replacement-cost basis. 

There has been some tendency, in 
speaking of cost under the codes, to 
think of it as consisting only of material 
cost plus direct labor charges. Such 
a concept cannot possibly suffice in this 
age of machine production and nation- 
wide distribution. Not only must 2 
heavy charge be made for manufactur 
ing overhead; usually there are further 
heavy charges for selling and adminis- 
trative overhead to be met, before a 
profit accrues to the business. The 
National Association of Cost Account 
ants hit the nail on the head when they 
specified that in no case shall “cost 
include less than the total delivered 
cost. If any attempt at all is to & 
made at insisting on prices which covet 
cost, there is no sense in stultifying 
the movement at the outset or in eva 
ing the difficulties of the problem by 
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iS 


1 
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' 
} 
Lil 
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e definition of cost down 
t which could keep no modern 


t. 


the Regulating Authority.— 


been said 
systems to be kept by the 


business would 


regarding 


the 


naturally 


to a great extent the nature 


i 


a 


ntal 
st useful and reliable figures 


if 


Ja 


> 


rts it may be called upon to 


trade association or a 


office. 


It is submit 


ted 


be gathered from reports prepared 
is indicated. If cert 


ain 


| figures are thought desirable, 
n to the reports drawn directly 
0oks of account, there can 
ion to that, but they should 


} 
\ 


}e¢ 


be ci 


i 


rimary purport. 
main consideration 


' them. 


tner 


be 


rendered is the sh 
The volume and com- 


mbined with the accounting 
ports in such a way as to obscure 


on 
eer 


reports now required from 


utilities become a grave burden 
rather than add similar 


them: 
to 


rt 


government 
urpose. A determined 


all industry it should be 
the steadfast purpose to simplify the 
lown to the point where they 
be audited and digested by a com- 


employee for 
effort 


a 


be made (a) to simplify the 
ntent of all required reports, 
coordinate those required by 
governmental departments to 
1ey could be made identi- 
least more alike. 
as Evidence.— 


Unt 


it 


tl 


| 


ng 


Exhibits 


comes to hearing a complaint 


? 


the code provisions, ac- 


statements prepared directly 


he 


recorc 


as 


thar 
eC! 


is would doubtless 


evidence. But, as 
itility hearings in rate cases, 


evidence 


would also 


be 
in 


be 


required, and it is not desirable to 
change or extend the accounting records 
proper in a vain attempt to make them 
include everything that might be asked 
for by way of evidence in such cases. 
In a complaint about selling below cost, 
for example, it would certainly be 
material evidence to say not only what 
the costs actually are, as figured by the 
party complained of, but what they 
would be if figured with interest on 
investment and with depreciation com- 
puted on replacement values. It is 
doubtful, however, if any single set of 
figures would prove or disprove the 
complaint, which would have to be 
dealt with on broad and general lines. 
It would be futile to try to attack 
minute infractions of this rule; only 
major offenses could be taken cogniz- 
ance of, and such as would be reason- 
ably easy to demonstrate. ‘The cost 
figures of the offender himself would be 
examined to see if they had been pre- 
pared in accordance with the principles 
adopted by the association; if not, then 
new calculations would be made in 
harmony with those principles. 


Securing Comparable Costs 


Presumably the primary intent of the 
regulation against selling below cost is 
that a company shall not fix selling 
prices lower than its own cost of produc- 
tion. On this basis the question could 
be judged from the company’s own 
figures, by comparing its costs with its 
selling prices. But in practice most of 
the complaints are likely to be brought 
by competitor companies who compare 
the offender’s selling prices with their 
costs, and as a next step compare his 
costs with their own costs. Still more 
will it become necessary to compare 
costs of different producers, when it 
comes to determining how far com- 
panies shall be permitted to sell below 
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their own costs to meet competition. 
In other words, it is inevitable that 
costs of different producers will be 
compared, in the efforts to enforce this 
provision. 

Emphasis has been laid elsewhere on 
the necessity, in these circumstances, 
of having the cost figures prepared on 
the same basis and by the same methods 
and principles. There is one other 
important respect in which they should 
be comparable, namely, that the prod- 
ucts made by the different companies 
shall themselves be identical. In some 
cases this will be easy to establish, but 
in many instances differences in the 
products will make it difficult to com- 
pare their costs. One of the defenses 
of a company complained of will be 
that its product is of a different quality 
or construction from that with which 
it is compared, and that these differ- 
ences in the product justify the differ- 
ences in cost—a line of argument 
which it will be difficult to combat. 
The general increase in standardization 
of products and prices will aid in this 
matter and should be further encour- 
aged. It should not be impossible to 
establish comparable costs for com- 
parable products, but this is one phase 
to which a good deal of attention will 
have to be given. 


Costs and Selling Prices 


The question has been _ raised 
whether, in its discouragement of selling 
below costs, the National Recovery 
Administration is going contrary to 
previous government policies, and is 
approving or authorizing collective 
price fixing. Some color is given to 
this idea from the fact that the codes 
of some industries have included pro- 
vision for minimum prices, but a careful 
study of these codes does not support 
that price fixing, as 


the conclusion 


HARVARD BUSINESS REVIEW 


commonly understood, is being favore; 
by the Government. The code for the 
lumber and timber products industry 
approved on August 19, 1933, is ay 
example in point. Article IX state 


that “ ... the Authority is author. 
ized to establish and from time to time 
revise minimum prices ei 


should first be observed, however, tha 
this clause occurs under the Paragraph 
heading, “‘Cost Protection,” and in the 
supporting evidence it is shown thar 
the peculiar conditions of the lumber 
industry, especially the problem of 
joint costs arising from cutting one and 
the same log into several different 
grades of lumber, and the inability of 
many small mills to figure costs cor- 
rectly, led to the adoption of this clause 
as the only means of safeguarding the 
situation. It is further to be noted 
that the allowed elements of cost are 
set forth in the same article in some 
detail, and it is specifically provided 
that “‘the weighted average minimum 
price of all items and classifications 
cost of production ” In other 
words, no selling price including 2 
profit is being authorized here, but 
only the use of the cost of production, 
ascertained according to the standards 
of the industry, as a minimum selling 
price. If the effort is continued t 
prevent selling below cost, it is alto- 
gether likely that this device of naming 
the minimum price, or a reasonable 
cost, for a specified product will be re- 
sorted to as a simple method of defining 
an otherwise almost indefinable situa- 
tion. At the time of writing, reports 
from Washington seem to suggest that 
this solution is being considered. 


Actual Differences in Cost 


After all variables arising {rom 
methods of figuring the costs have been 
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.d, and cost figures computed 
per and accepted methods 
been secured, the authorities 
case will be confronted with 
lifferences of cost as between 
respondent and the average of the 
‘dustry; or at least there will be 
1 Forences between the respondent and 
who brought the complaint. 
here is no doubt that such actual 
‘ferences do exist, although it is true 
that they would be less than what now 
opears if everybody figured their costs 
nacomparable basis. ‘The hope that 
his comparable basis would eliminate 
| differences is, however, a vain one. 
The administrative authority will 
then be confronted with the problem of 
Jetermining a policy to be followed with 
to each of these several differ- 
nces; in particular they will have to 
lecide which of these differences justify 
, difference in the selling prices and 
do not. On this matter the 
ng authorities will encounter 
st difficult problems of policy, 
seen from a consideration of 
lowing list of causes which may 
lite commonly occasion differences in 
between different producers: 


Sa! 
iA 


} 


1. Different degree of utilization of plant 


Different degrees of efficiency in or- 
nization and management. 
\cquisition of properties and plant at 
W prices 
4. Advantages or disadvantages arising 
geographic location with regard to 
iterials, labor markets, freight 
or selling markets. 
pecialization by a company on one 
t, where-as other producers manu- 
it in conjunction with other 


> ‘ 
Payment of lower wages than others 
t ame industry. 


r causes of different costs may 
Dut most cases will fall within 


one or the other of the above cate- 
gories; a consideration of them will 
indicate the nature of the problems 
thus encountered. 

Different Utilization of Plant Capac- 
ity.—Suppose that some plants can 
average an operation of 75% of their 
plant capacity all through the year, 
while other plants can only average 
50%. Or suppose some plants run 
three shifts, twenty-four hours a day, 
while others run only one shift with an 
operation of eight hours per day. 
Other provisions of the code are 
designed to equalize, or at least to limit, 
working hours per man; in some cases 
the code prohibits excessive working 
hours for the plant, such as running 
three shifts per day. It is unlikely 
that the operation of the code can elim- 
inate all differences of this sort, even 
though in some cases they fix a maxi- 
mum; therefore, it will become neces- 
sary to decide how to treat the differ- 
ences in cost which will be caused by 
this condition. 

On this question it would seem that 
there is no alternative except for the 
industry as a whole to adopt a normal 
or standard rate of operation upon 
which costs shall be figured for this 
purpose of judging acomplaint. Hav- 
ing adopted such a rate, the scale of 
operating expenses used would have to 
conform with it. That is, if the indus- 
try as a whole decides that 60% of 
plant capacity is a proper rate on which 
to figure costs, and an individual plant 
is running at 75%, then its actual 
expenses would have to be corrected to 
a 60% operation in order to be com- 
parable, and before any complaint 
against them could be proved or dis- 
proved. A code may, and in some 
cases does, prohibit more than one shift, 
or two shifts, a day; some industries 
have placed restrictions on_ specific 
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types of machinery, but no code can 
guarantee that a given plant shall work 
more than one shift per day, or even 
that much. The prohibition would 
be against permitting individual plants 
to figure their costs on the basis of an 
extremely high degree of plant capacity 
utilized, thus giving themselves such 
low costs that selling prices based upon 
them would demoralize the industry. 
This being exactly what the codes are 
designed to avoid, the authorities could 
accomplish their purpose only by figur- 
ing from the general average conditions 
of the industry. 

Here again, this does not necessarily 
imply that each company will in its 
s for internal purposes 
an average for the entire 
industry; rather they would be likely 
to figure on an average of their own 
experience. But if that company’s 
conduct became the subject of com- 
plaint, and a public hearing were held, 
it would seem that a conviction of the 
charge of selling below cost could only 
be sustained with reference to costs 
which were computed on an average 
degree of capacity utilized throughout 
the industry. 

Efficiency in Organization and Man- 
agement.—It is not possible in practice 
to make a sharp separation between 
situation and the last; a high 
degree of plant capacity utilized is 
likely to be the result of efficiency and 
alertness in management. But in this 
paragraph it is intended to deal with a 
different group of factors, namely, the 
incurred for doing 
If a company 


own cost records 
figure on 


this 


actual expenses 
specific classes of work. 
management possesses a superior skill 
in organization and in manufacturing 
technique, these will show themselves 
in lower unit costs on specific opera- 
resulting from better machinery, 


better planning and 


tions, 


better methods, 
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routing, or any other phase of manage, 
ment. Clearly it can never be a par 
of public policy to discourage this king 
of ability; conceivably in some cases 
might be slowed up as part of an intell. 
gent policy of public regulation whic, 
did not wish to have changes take plac 
too fast. But in the long run progress 
depends upon ability and enterpris 
of this sort, and any wise society yl 
encourage it. A company which hai 
excelled in this respect would naturally 
have lower costs than other companies 
in its field; so long as it continued t 
sell above its own cost, it could not be 
convicted of selling below costs just 
because its selling prices were below the 
costs of its competitors. The more 
able management would not wish to fix 
selling prices at the lowest point that 
their own costs would permit, as they 
would thereby be precluded from co- 
lecting an adequate reward for thei 
enterprise. Rather they would wish 
to see what prices were determined by 
the interaction of the entire supply and 
the entire demand, the entire supply 
including their own and that of less 
competent producers. In this way 
they would make extra profits, consti- 
tuting a form of efficiency surplus. It 
would then become the business of the 
regulating authority to permit price 
reductions based upon genuine efi- 
ciency in manufacturing, but not t 
the point of demoralizing the entire 
market. Since this policy would | 
in the interests of producers themselves, 
as well as serving the purposes of reg 
tion, it might be expected to succe 
Acquisition of Properties at Lo 
Prices.—In nearly every industry there 
are a number of companies which have 
acquired their manufacturing plant 


at very low prices, either in reorganizs 


tion or hy purchase. If the same 


owners continue to hold the properties 
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; reduced through a reorganiza- 


may be 


presumed still to 


incentive to recover their 
es by charging depreciation 
r near those required by the 
ies. A new owner who by 
as acquired properties at 
t does not have this partic- 


vec. 


make all 


give away 


yet he may be presumed 


the profits he can 
to customers the 


le benefit of his advantageous pur- 


Nevertheless, it is certain that 


npetition 


arises owners of 


in such circumstances feel 
an opportunity for them to 


of their 
ut prices 


COVGE ¢ 


rivals, and will 
below the point 
lepreciation com- 


mal values. It will fur- 


recognized 


that under the 


principles of accounting they 
ired, in their own financial 
figure depreciation on the 
the actual cost to them. 

meet situations of this sort 
proposal has been strongly 
all companies should figure 
n on the reproduction value 


unt. This 


proposal has been 


earlier and has been recog- 
a reasonable procedure in 
nting. As to reports made to 
tral authority, if any, it seems 

the circumstances to show 
n both on the cost and on 
luction value. It would be 


to know 
n charges 


1 


what the actual 
are, as figured on 


il cost: if in connection with 


be ascertained how many 
held by original owners at 
and how many by new or 
companies at low values, 


ture of 


conditions in the 


suld be much clearer to the 


r authority. 


If any consider- 
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able proportion of the manufacturers 
in a given industry are in the latter 
category, with low fixed charges, it is a 
certain thing that they will tend to set 
correspondingly low selling prices, and 
that relatively few people will thereby 
suffer. But if only one or two mem- 
bers of the industry are in this fortunate 
position, it would obviously be a mis- 
take to permit them to jeopardize the 
economic well-being of the entire group 
by selling at prices which most of the 
other members could not possibly meet. 
This is another matter upon which the 
facts and conditions prevailing within 
the industry would have to be ascer- 
tained, so that a policy could be worked 
out which would give most of the repu- 
table members a fair return. In other 
words, it would be found very difficult 
to maintain the position that selling 
prices must cover depreciation on re- 
production values if in fact a sub- 
stantial proportion of the properties 
in that industry were acquired at far 
lower costs; but if only one or two 
members were demoralizing the indus- 
try by selling at excessively low prices, 
it would not be a satisfactory answer 
for them to say that they had practically 
no fixed charges because they bought 
their properties at a bargain sale. 
Advantages of Geographical Location.— 
A woodworking plant within the New 
York metropolitan area will be found 
at some disadvantage in competition 
with similar plants situated in the 
Middle West, on account of the lower 
labor rates which the latter enjoy. 
In so far as the New York company 
may be selling specialties, or catering to 
individual tastes, they may overcome 
this handicap; but in so far as they are 
all selling standard products, the dis- 
advantage of the eastern company will 
be serious. ‘This sort of thing is not 
completely removed by the minimum- 
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wage requirements of the code, if 
some companies are already paying 
wages well above those minimum 
requirements. 

This is typical of a whole range of 
differentials which may arise from geo- 
graphical location. Instead of labor it 
may be raw materials which the well 
located company can purchase to ad- 
vantage, or it may be power. The 
regulating authority will again be forced 
to adopt a policy with regard to these 
differentials, and once more that policy 
will necessarily be based upon the broad 
economics of the industry. The aim 
should be to see to it that the repre- 
sentative companies of the industry, 
those whose production is necessary to 
furnish the required amount of that 
commodity, should be safeguarded and 
receive a fair price. But the regulating 
authority would find it impossible to 
guarantee net profits to those com- 
panies which were very poorly located; 
if they wanted to stay in the running, 
they would either have to accept a 
smaller return as net profits, or find some 
compensating advantages which en- 
abled them to offset their disadvantage. 

Specialization on One Product.—In a 
great many industries there are com- 
panies which manufacture a number of 
lines or varieties, their policy being to 
appeal to large groups of customers by 
offering them a considerable range of 
choice. Whatever the reason for pro- 
ducing a mixed line, the attentions of 
the staff are divided, machinery and 
equipment are apt to be varied and 
miscellaneous, and the possibilities of 
long continuous runs are curtailed. 

Yet within the same industries there 
are usually companies which have 
specialized on one product or group of 
products, making it possible for them 
to concentrate all their manufacturing 
and selling efforts on one objective. If 
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the costs of such a specialty company 


are compared with the costs of a similar 


product made by a variety company 
where the product is but one of many 
it is probable that the specialize 


company will show substantially lowe, 


costs. 
Assuming that comparable cost fig. 
ures have been secured, what attitud. 
is to be taken toward these differences: 
What will a sound public policy require 
of these companies? It cannot very 
well forbid specialization; in spite of al 
its dangers it helps to make man 
products available to masses of people 
who otherwise could not afford them 
So long as the specialty company has 
computed its costs along sound and 
reasonable lines and does not sell 
below those costs, the fact that its 
costs are lower than those of other 
producers with a varied line does not 
justify intervention by the regulator 
authority. It will have to be left t 
company managements to find out 
from their own experience whether 
specialization or varied production is 
the more advantageous, and _ thos 
companies which believe in varied pro- 
duction will have to find other advan- 
tages to compensate them for any excess 
in manufacturing costs they maj 
thereby incur. This is a matter i 
which, it would appear, industry wil 
have to be left to develop its own 
policies and find its own level. 
Profits and Selling Prices—Price Cutting 
In the process of considering : 
charge of selling below costs, muci 
weight will be attached to the 
pany’s income statements. If 
have been prepared in accordance wit 
standard accounting practice and | 
consistently shown net profits earned 
then the presumption is in favor 
company and against those wi! 
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its selling prices have been 
In the face of net profits 

the charge of selling below 
iid notin any event be sustained 
ect to a company’s products 
le, but would have to be 
me one or several products; 

the charge with respect to 
ild be necessary to show 


wool 
VV u 


that the selling price on them 


Ai 


wer than the costs as computed 


company itself, or else that 
were wrongly computed. 
rt the last-named charge the 


inants would have to demon- 


t there had been a wrong allo- 
costs among products, resulting 
ducts complained of being fav- 
unduly low charges. Prob- 
would resolve itself into a 
about burden allocation. 


‘+r these conditions there may be 


ccasions when a company will 


g above its own costs, but below 


of other producers of the same 
(hese high-cost producers will 
| it necessary, in order to main- 
position, to meet the prices 
w-cost producer, and in so 
sell below their own costs. 
xactly what takes place now, 


is difficult to see how any 


ing authority can prevent it; in 


codes allow it, thus adding 
lificulties of regulation. The 
will then be upon the high- 
cers toimprove their practice, 


bring themselves into line with 


( 


re able competitors. Unless 
ic authority is prepared to go 
rther than now seems con- 
i, and to assume the responsi- 


| guaranteeing to make up losses 


sful companies, or to under- 
lirect management to the 
hxing prices for them, the 
r remaining is for the higher- 


cost producers to bring down their 
costs, or remain profitless until by 
competition they are eliminated from 
the field. 

The final step will be reached when it 
has been demonstrated to the satisfac- 
tion of the authorities that a company 
has actually been selling below its own 
costs, and that this price cutting was 
not made necessary by market condi- 
tions in which more favored producers 
were operating at lower costs. The 
offender, in other words, has been 
selling below his own or any other 
producer’s cost. Even here there are 
likely to be two distinct stages: (1) 
where the selling prices cover all operat- 
ing expenses except depreciation, (2) 
where the selling prices not only fail to 
cover all costs including depreciation, 
but are less than the total operating 
expenses without depreciation. In the 
stress of competition there is a disposi- 
tion among manufacturers to feel that 
they are free, for a time at any rate, to 
sell at prices which do not cover de- 
preciation, provided they cover actually 
disbursed costs. It does not seem that 
the regulating authorities can properly 
countenance this idea. It is good and 
sound business, as well as good account- 
ing, to include a normal depreciation 
charge in operating costs; no program 
looking to recovery in fundamentals 
can ignore it. 

It should, therefore, make no differ- 
ence whether the price cutting consists 
merely of ignoring depreciation, or 
whether it goes further and eats into 
the cash disbursement costs; if price 
cutting is clearly established in breach 
of the terms of the code, the authorities 
will have to take some action. It is 
reported that a large number of com- 
plaints are already on file in Washing- 
ton, waiting to be investigated by some 
authority which is legally and profes- 
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competent, and the dénoue- 
interesting. The law 
step may be the 
securing of a cease and desist order 
from the Federal Trade Commission, 
forbidding the further use of the low 
prices complained of; if this fails, then 
recourse may be had to the criminal 
procedure sections of the code, in which 
heavy fines are provided. Beyond that, 


sionally 
ment will be 
provides that one 


the licensing provisions might 

ceivably be called de 
which, by withholding a caee e pr 
operate, the authorities might ent; srely 


prohibit a company from doing bys. 
But the criterion of Price cutting 


ness. 


will have to be found in the genera 
conditions of the industry, and not in 
any cost formula of a mathematica! 
character. 


into use, unde; 
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SHALL try 


pusiness. 


;' 
ade: 5 


ystematically because of my 


the persons concerned. 
e unusually intelligent and skillful, 


1 in all ages. 





By L. J. HENDERSON 


to talk about what 
pens when two or three people 
.a conversation. I assume 
rsations such as conferences, 


nittee meetings, board meetings, 


buy and sell, are a large 
I am going to talk 
iny things and shall have to 
cannot treat these 

ite acquaintance with some 
the question and because 
knowledge is not sufficient. 


tatements will be fragmentary 


re, | fear, unsatisfactory. 


I 


people talk together, it is 
bserve that they are ordinarily 
rned with a logical analysis 
Sometimes one observes the 
but this is exceptional. In 
talk logically the question 
sharply limited to a particular 
and even then success de- 
pon the ability and intelligence 
Unless peo- 


annot discuss even a simple 
n logically for more than a 

rt time. This has been rec- 
Long ago Voltaire 
i that nothing is more common 
onverse to no purpose. 

are a great many reasons why 
possible so to pursue a general 
Let me begin by calling your 


n to two. In the first place, 


ier to talk about a topic it is 


to have an adequate con- 


er was read as a lecture in the course in 
y I, Harvard Business School, Novem- 
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relating 


ceptual scheme, a way of 
working 


some things to others, a 
hypothesis, a frame in which your 
thought is set and in which you may 
operate on the facts. For instance, 
if we see an eclipse, we have no difhi- 
culty in thinking about it because we 
have a conceptual scheme of the moon 
passing in front of the sun. Not so 
a savage. But if you are talking 
about the policy of buying or selling 
gold, I suggest that your conceptual 
scheme is far less clear. I suggest 
that no one of you has a clear con- 
ceptual scheme for putting together 
mentally the complicated events that 
are involved. 

In the second place, if you are to 
proceed clearly in your thought, you 
need not only a good conceptual scheme 
but also an adequate method. 

It is extremely useful to bear in 
mind these two considerations, first, 
that you must have a working hypoth- 


esis and, secondly, that you must 
have a method. In the natural sci- 
ences, beginning with mathematics, 


going through biology but hardly be- 
yond, you find both. You don’t find 
them in business, in law, in certain 
aspects of the practice of medicine or, 
above all, in theology, but you do find 
both a working hypothesis and a 
method in the highly developed 
sciences. 

If then we are to try to discover what 
happens in conversation, it will perhaps 
be useful to begin by considering what 
happens in scientific research. In the 
sciences one begins with facts, and I 
suggest that it is necessary for me to 
say what I mean by the word “fact.” 
Judging by the experience of the 
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facts are most con- 
as clear statements 
touched, 


natural sciences, 


veniently defined 
seen, heard, 
that is to say, they are 
data, data being 
the kind made by 
are observing external 
phenomena. I am con- 
convince you that it is 
useful for all people who 
wish to think clearly to recognize 
that thus defined had better 
be kept as a separate class of things. 
If not, later there will be 
trouble. It is science does 
so, or in so far as it does so, that science 


about things 


tasted, smelled; 
statements about 
observations of 
people who 
objects or 
cerned to 


extremely 
facts 


sooner or 


because 


does not encounter trouble of certain 
kinds. 

For this there 
First, you can 
and distinctly. 


are various reasons. 
see objects clearly 
For instance, you can 
person and fairly accurately 
the color of his hair, but you 
cannot observe your own toothache 
with the same precision and nobody 
can observe it at all. If you go 
considering pain, or other 
most like external 
sensations, to things as fear or 
other passions and emotions, the obser- 
vations become still less sharp. 

Science proceeds from facts to the 
These are them- 


see a 


desc rl be 


else 
on from 
sensations that are 
such 


uniformities in facts. 
selves facts. 

Secondly, there is in respect of facts 
thus defined, as compared with other 
experiences, a further extremely impor- 
For facts and foi 
is an independent 
are or not 
is nothing 


difference. 
alone there 
whether 
This judge, 


tant 
them 
are 


judge of they 


correct. which 
more than some process of verification, 
is upon the whole generally accepted. 
If you say that such and such an action 
is unjust and I say that it is just, there 


operation to perform to tell us 


is no 
whet 
you say that this room is more than 30 


her l amrightoryouareright. If 
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feet long and I say it isn’t, we have on 
to get a yardstick and make a Measure. ee 
ment, a test independent of our sent Ml ov 


ey refet 
ments. In the first instance, there is 11 mo! 
no external judge of justice; in thi ation 
second, there is an external judge 4 “ley 


the length of the room. 

Remember then that nobody can by 
“objectively” right about the senti- eu 
ments. It is only possible to be “sup. ...-. +] 
jectively” right, 2.¢., right for pe ple at 
who feel as you do. 


Now in addition to fact, science - 
makes use of what I have referred tp MM... mt 
as conceptual schemes, theories, way; oe ne 
of thinking. It is a common obsery:. Ee 
tion that science is constantly giving MM. voy at 
up old opinions. That depends chiefly HM |.’ <h 
upon changes in conceptual schemes MM jyhorator 
that result from the discovery of new MM ¢.. pract 
facts, rarely upon a rejection of old MM «..< th; 
facts. For instance there was a time MM (, the 
when people thought of the sun as going wnede thi 
around the earth, then they thought nape 
of the earth as going around the sun, MB fsctory . 
and now some astronomers think of ssinileiel 


this question in a way that seems very 
strange indeed to a layman. It isa ¢,:- Jaro 
peculiarity of conceptual schemes that rhe 
they are used because they 
venient, not because they are 
false as facts are true or false. They MF phenome 
are conventions adopted as a means o! hich wi 
thinking. In the next place, there 1s enet 23 
in science a very marked dispositior 
not to go very far with theories without eae, 
returning to facts for verification of the nana 
deductions. The conceptual scheme # can be ; 
exists for convenience and as a means 0! ewe 
passing from known facts to oth 
unknown facts. The 
scheme supports not only facts but the the case 
reasoning about facts. e ange 
In order to reason correctly it } : proces 
necessary to use words precisel} 
the whole the natural sciences do 0: MM large 1 
How can words be precisely definec bic fe 
Most words that can be precise! chdinandd 


are con- efined 


true or eee 


conceptual lisagree 
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iepend for that possibility upon 
ne of two references; either 
to concrete things (Bunker 
nument), or they refer to an 
What do we mean by the 
The word “length” 

to Bridgman can have a 
nly in so far as it refers to a 
lefined operation. For in- 
e length of this room is the 
peration of laying down a 

a certain number of times 
wall to another. Length 
ired has to be distinguished 
‘th measured by optical means 
astronomy). ‘This may seem 
, trivial distinction but it should 
w you that men who work in 
found it necessary 
tical purposes to make defini- 
seem to be _ hairsplitting. 
ther hand, there are many 
hat can hardly be defined except 
therefore unsatis- 
definitions, for instance, hot 
fair (competition), large 
What is the meaning of hot, 
under those circumstances? 

is that until they are 
rbitrarily they have no clear 
lair competition is some 
non or phenomena _ toward 
have a certain vague senti- 

if you can further analyze 
ionally, you can do more 

[ say this is a large room, 
itisn’t. The only remark that 
ide relevant to the situation 
a disaccord of sentiments 
you and me. If you go on 
ing in that way, the result, in 
a great many people, will 
That is a familiar form of 
that occurs in conversation. 


ries have 


ary and 


hand, we may define a 
containing so many 
t, then we can verify by meas- 
calculation and agree 


TY 
iT} ad 


and 


that the room is large. Arbitrary 
definition is the only device known for 
getting around a difficulty of this kind. 

A man who has accepted the arbi- 
trary definition in advance, but who 
has a sentiment that it is a small room, 
may then say it is a nasty little room. 
In other words it is well known that 
you must use for normal human inter- 
course words that are vague as well as 
those that are precise. Concerning 
these vague words that express senti- 
ments you must not argue if you wish 
to avoid trouble and to achieve a pur- 
pose through the actions of a man 
with whom you are talking. 

It is impossible to get along without 
the vague words. One of the func- 
tions of slang is to provide words that 
have almost no meaning so that they 
may express sentiments easily. 

There is an enormous difference 
between the anatomical description 
of the human body and a description 
of the emotion called fear. Gray’s 
Anatomy will give you in I,500 pages a 
detailed analytical description of the 
anatomy of the human body, all the 
result of visual analysis. You may 
find descriptions of fear in the works 
of Dostoievsky. But such descriptions 
are not precise and sharp. Never- 
theless, in spite of the difficulty of 
analyzing fear, the concept fear is 
necessary to all of us, because it refers 
to an experience that is no less impor- 
tant because unanalyzable. 


II 


Next, what are the kinds of errors 
that occur in reasoning? ‘There are, 
in my opinion, two principal classes. 
They are not of the kind commonly 
discussed in elementary works on logic. 
Note first that it is a plain fact that 
you and I often find ourselves in the 
situation of reasoning out results that 
prove to be incorrect and unsatisfac- 
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tory. What are the modes of unsuc- 
cessful reasoning? One consists in 


mistaking for cause and effect a relation 
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where there are many factors. This is 
a terrible source of difficulty. In 
Washington, moves have lately been 
made to produce particular results. 
The results are not forthcoming. 
Why? It is because the factors in- 
volved were for the most part unknown 
to the persons who made the plans. 

A student drinks two or three cock- 
tails, starts to shave himself with an 
old-fashioned razor, drops it on his 
toe, doesn’t bother to take care of the 
cut, goes out for the evening, the wound 
becomes infected and he dies. What 
is the cause of death? For the physi- 
cian when he signs the death certificate 
it is general septicemia, but when he 
talks to the family it may be the failure 
to take care of the wound properly; 
for a prohibitionist it is the demon run. 
What is the cause of our ills at the 
present time? Capitalism, or some 
other abstraction of which we have no 
clear idea whatever. So say many of 
our contemporaries. When people can 
represent to themselves as a cause some 
abstraction and turn it into a person- 
ality, preferably a beautiful goddess 
or an ugly devil, they are greatly grati- 
fied. But this is a way not to think 
clearly. Read the Nation or the New 
Republic or any conservative paper 
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(for both conservative and liberal] pub. 
lications are alike in this) and yoy yj) 
find that many articles attribute som. 
complex phenomenon to a simple cause 
and that cause is often personified as ; 
devil. 

In organic processes, cause-and-effecy 
analysis leads, in general, to erroneoy; 
conclusions. The only alternative 
known to me is mutual-dependence 
analysis which is, in general, impossible 
without the use of mathematics. 

Consider the figure above. The four 
rigid bodies A, B, C, and D are fastened 
to a framework a, b, c, d, by the elastic 
bands 1, 2, 3, 4, and 5. A, B,C, and 
D, are joined one to another by the 
elastic bands 6, 7, 8, 9, and Io. Here 
the conditions of statical equilibrium 
can be worked out mathematically, or 
determined empirically by introducing 
spring-balances into the bands, 1, 2, 

10, and reading the balances. 

Now imagine the point of attachment 

of 5 on the frame to be moving toward 


b, all other points of attachment 
remaining unchanged. What wil 
happen? Consider A. There will be 


1 
th 


action on A by the path 5, 9, by the 
path 5, 8, 10, and by the path 5, 8, 7, 6. 
But in each case these actions do not 
cease at A, just as they do not pre- 
viously cease at D. The first, for 
example, continues along the path 10, § 
and so back to 5. If we try to think 
of all this as cause-and-effect, we 
must inevitably reach a state of con- 
fusion. The analysis of such a prob- 
lem, difficult at best, is possible only 
by means of mathematics, and lead 
to the view that certain variables are 
mutually dependent in a manner Ce- 
fined by expressions which are functions 
of these variables. Among these vari 
ables is time. 

The fallacy illustrated by these c 
siderations is one into which we 
fall when we try to explain political, 


Ne 


1! 
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economic phenomena. 
nomena are manifestly far 
licated than anything closely 
our diagram, but they are 
plicated in the same way that 
1m is complicated, in the same 
the imaginary phenomena 
by the diagram are com- 
We may go a little further 
that social forces and economic 
more or less like the bands 
cure and that social and 
experiments, ¢.g., buying gold 
pe, produce unforeseeable re- 
reasons similar to those dis- 
explaining the diagram. 
istration may serve to make 
nsiderations a little clearer. 
to classical economic theory, 


he 


itions employed in this kind 
it has been shown that a 
tariff takes money out of 
le’s pockets and puts it 
pockets of others, meantime 
g a certain amount of capital. 
ion drawn by many econo- 
that protective tariffs are 
1 that free trade is the only 
licy. Let us now consider 
third of the 19th century in 
During that period two na- 
conspicuously prosperous, 

1 free trade country, and Ger- 
rotectionist country. What 
id about this fact in view 
eory? Something is mani- 
ng and the explanation may 
ws: before 1870 Germany was 
in which the upper classes 
up of conservative people, 

il servants, university pro- 
fessional men, landed pro- 
ind the like. In order to 
an industrial civilization rap- 
necessary to form rapidly 
entrepreneurs. The protec- 
by taking money out of the 


pockets of the conservatives and put- 
ting it into the pockets of successful 
speculators was perhaps responsible 
for the formation of such a class, and 
the indirect results of the formation 
of such a class were perhaps to increase 
the wealth of Germany far more than 
it was directly decreased by the opera- 
tion of the protective tariff. 

The commonest form of this fallacy 
is the argument of “‘other things being 
equal.” Suppose you know that a 
given phenomenon is accurately de- 
scribed by the equation 
_ me 
 X+1 
Let us consider Z the ‘“‘other things,” 
and inquire regarding the relation be- 
tween X and Y when “‘other things 
are equal,” that is to say, when Z 
isconstant. The following table shows 
9 different values of Y corresponding 
to 3 values of Z and 3 values of X taken 
in pairs. 


Y 


Value of Y 
I 2 
; I.00 1.50 
.67 1.00 1.33 
.75 1.00 1.25 





It may be seen that if the value of 
Z =o, X and Y vary together, 1.¢., 
are positively correlated; if the value 
of Z=1, Y is independent of X, 
1.¢., there is no correlation; if the value 
of Z = 2, X and Y vary in opposite 
directions, that is, are negatively 
correlated. 

Evidently, in this case, reasoning 
based upon “‘other things being equal” 
must be entirely meaningless unless 
the value at which the other things 


are equal is specified. For example, 
the value of Z = o might correspond 
to winter, the value of Z = I, to spring, 
the value of Z = 2,tosummer. Butin 








7) 
tv 
we 


general the facts are much more com- 
plex than this. Thus reasoning from 
statistical correlations is always dan- 
gerous and frequently misleading. 

This trivial example has been chosen 
in order to show clearly how reasoning 
from “other things equal’? may go 
wrong. There are many other ways 
of getting into difficulties with the 
same argument, and it should not be 
supposed that all of them would be 
easily recognized as analogous to the 
one chosen for illustration. It should 
also be understood that reasoning from 
“other things equal” is frequently 
the only means of studying a complex 
situation and that sensible men, pro- 
vided they possess intimate empirical 
knowledge of the other things, frequently 
avoid the logical pitfalls and reach 
useful conclusions. 

Another source of error of a very 
different kind arises from the intrusion 
of the sentiments either directly or 
through the vagueness of words. The 
difficulty in this connection has long 
been recognized and there is much in 
Bacon’s Novum Organum, especially the 
discussion of Idols, that will help 
you to understand it. One may per- 
haps, following Pareto, classify the 
sources of error of this kind under 
four headings: the influence of simple 
assertions, of appeals to authority, of 
accord of sentiments and of verbal 
proofs. One of the commonest sources 
of error is the assumption that to a 
word there corresponds a thing. Take 
for instance the word “justice.” It 
is supposed that this corresponds to 


some kind of existing entity. First, 
perhaps it is a mere abstraction. Then 
the abstraction is dignified with a 


capital letter, then it becomes per- 
sonified and finally it is elevated to 
the rank of a goddess and appropriate 
symbols are attached to this diety. 
But who shall say what justice is, or 
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beauty or perfection? 


Men have dis. 
cussed these questions for centurie 
and they have never reached agree. 


ment. It seems clear that the word 
justice at least refers to a vagy 
sentiment or rather to a vague complex 
of sentiments and that, because we 
attribute objective existence to justice 
we refer the property “‘just” toexterna| 
objects. If someone says that the 
sentence of Sacco and Vanzetti wa 
just, it seems clear that he has projected 
his sentiment upon the event called 
the sentence of Sacco and Vanzetti 
and somehow associated it with the 
event. 

Consider the word “‘fatigue.” [f 
you work all night in preparation for 


an examination, you may say the next | 


morning that you are tired; you may 
make the same remark after climbing 
a mountain, after standing rigidly at 
attention for half an hour or afte 
relatively little work when the tem- 
perature and humidity are high. But 
in these different circumstances th 
word does not refer to even approxi- 
mately the same feelings. Mental 
fatigue is clearly very different from 
physical fatigue, and even in cases of 
physical fatigue there are many differ- 
ent feelings that give rise to the same 
statement by the subject. In sprint- 
ing, fatigue is associated with lack 

oxygen; in long running, with the de- 
pletion of available fuel for the muscles, 
in work, when temperature and humid- 
ity are high it seems to depend upon 
the presence of large amounts of blood 
near the surface of the body and, very 
likely as a result of that, upon unfavor 
able conditions for the work of the 


heart. Accordingly the word fatigue 


simply will not do if you are to think 
clearly and to study effectively 
physiological and psychological changes 


that areinvolved in the various process¢s 
Some 0! 


: 
tne 


to which I have just referred. 
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ster in life will have to do with 
Unless 
your guard you may well 
i fatigue in a loose way and 


> on 
are OU 


urselves reasoning unsoundly. 
now go back to our classifica- 
the four kinds of errors that 
up this great class, we may 
a little further with our dis- 

n. First, mere assertion is effec- 


even among educated and intelli- 


people. The most irresponsible 


tements, if they are agreeable to us 


f our sentiments, are believed. 
are they believed if we read 
in the newspapers. Secondly, 
ill give weight to authority not 
ere there is reason to suppose 
sis based upon scientific knowl- 
| accurate observations, but 
‘re there is no such ground. 
nple, movie actresses and 
who are prominent in fash- 
iety express their judgments 
dustrial products concerning 
y cannot possibly have a 
idgment, and these statements 
east regarded as valuable by 
rs. Formerly it was Homer, 
sometimes any ancient writer, 
the Bible, that were 
1 in a similar way to persuade. 
nsider accord of sentiments; 
e, “Beauty is Truth, Truth 
From a logical standpoint 
meaningless combination of 
it it has pleased millions of 
speaking people, and because 
1 them has seemed to them to 
ome meaning. 


yurse 


ke another example, this time in 


rm of a syllogism. All A is X, 
therefore all A is B. Let 
ir values of A, X, and B from 


tronomy. 


' B 
IS Pe 


planetary motion 
perfect motion 


A = 
X = 


. : 
B = circular motion 
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Then we have the conclusion that 
planetary motion is circular, a theory 
that dominated the thought of astron- 
omers and of educated men for many, 
many centuries. But what is perfect 
motion? Manifestly it is a meaning- 
less expression of sentiment which will 
not bear close scrutiny. On reflection 
you see that by putting the argument 
in this form perfect motion conven- 
iently drops out of the conclusion and 
the reasoning looks like an analysis of 
observations, for both planetary motion 
and circular motion are real things. 

Another peculiarity of pseudo-logical 
thinking is that the conclusions com- 
monly determine the premises. When 
you try to persuade your father to buy 
a new automobile, your desire for the 
new automobile is the important factor 
in the situation. You give him a 
reason. He presents valid objections 
to your reasoning, or objections that 
you find it expedient to accept, then at 
once you present another reason leading 
to the same conclusion, and so on 
indefinitely. 

I conclude that there are two kinds 
of reasoning and two kinds of action— 
logical and nonlogical. Logical rea- 
soning does not reason upon assertions, 
it reasons upon verified facts; it does 
not appeal to authority, it appeals 
to the probability that the facts have 
been carefully, scrupulously and skill- 
fully obtained. It excludes verbal 
tricks. Logical actions are actions that 
produce the intended result. For ex- 
ample, as means of reaching port 
the Greeks rowed their ships and 
sacrificed to Poseidon. Rowing is a 
logical action which produced the de- 
sired result. Sacrificing to Poseidon 
is a nonlogical action (so far as we 
know) which did not produce the 
desired result, except perhaps in so far 
as it encouraged the sailors. Most 
reasoning and most actions are non- 
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logical, and this fact is not generally 
recognized. Such is the conclusion 
that I have been trying to establish. 


From all this it follows that if you 
would modify the actions of men so that 
they shall do those things that you wish 
them to do, you must utilize their 
sentiments. Here is a quotation from 
Chesterfield? which far better than any- 
thing that Ican say will make my point 
clear. 


I acquainted you in a former letter, that 
I had brought a bill into the House of Lords 
for correcting and reforming our present 
calendar, which is the Julian; and for 
adopting the Gregorian. I will now give 
you a more particular account of that 
affair; from which reflections will naturally 
occur to you, that I hope may be useful, 
and which I fear you have not made. It 
was notorious, that the Julian calendar was 
erroneous, and had overcharged the solar 
year with eleven days. Pope Gregory the 
Thirteenth corrected this error; his re- 
formed calendar was immediately received 
by all the Catholic Powers in Europe, and 
afterwards adopted by all the Protestant 
ones, except Russia, Sweden, and England. 
It was not, in my opinion, very honourable 
for England to remain in a gross and 
avowed error, especially in such company; 
the inconveniency of it was likewise felt by 
all those who had foreign correspondences, 
whether political or mercantile. I deter- 
mined, therefore, to attempt the refor- 
mation; I consulted the best lawyers and 
the most skillful astronomers, and we 
cooked up a bill for that purpose. But 
then my difficulty began: I was to bring in 
this bill, which was necessarily composed of 
law jargon and astronomical calculations, to 


both which I am an utter stranger. How- 
ever, it was absolutely necessary to make 
the House of Lords think that I knew 


something of the matter; and also to make 
them believe that they knew something of 
it themselves, which they do not. For my 
own part, I could just as soon have talked 
Celtic or Sclavonian to them, as astronomy 
and they would have understood me full as 
well: so I resolved to do better than speak 
to the purpose, and to please instead of in- 


Letters to His Son. Thirteenth 
1821, Vol. III, pp. 119-121. 


2 Chesterfield’ 
Edition. London, 
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forming them. I gave them, theref re 
only an historical account of calendars 
from the Egyptian down to the Gregor... 
amusing them now and then with Ji! 
episodes; but I was particularly attentive . 
to the choice of my words, to o the pe cy 
tion, to my action. This sntininted 

ever will succeed; they thought I inf a 
because I pleased them; and many of them 
said, that I had made the whole very clear 
to them; when, God knows, I had not eve, 
attempted it. Lord Macclesfield, who hag 
the greatest share in forming the bill, and 
who is one of the greatest mathematicians 
and astronomers in Europe, spoke after. 
wards with infinite knowledge, and all the 
clearness that so intricate a matter would 
admit of; but as his words, his periods, and 
his utterance, were not near so good as 
mine, the preference was most unani- 


This will ever be the case; ev ery numerous 
assembly is mob, let the individuals who 
compose it be what they will. Mere reason 
and good sense is never to be talked toa 
mob; their passions, their sentiments, their 
senses, and their seeming interests, are alone 
to be applied to. Understanding they have 
collectively none, but they have ears, and 
eyes, which must be flattered and seduced; 
and this can only be done by eloquence, 
tuneful periods, graceful action, and all the 
various arts of oratory. 





Like all classes, aristocracies are 
conditioned by their environment, anc 
the members of an aristocracy receive 
a training that is at least in part 
dependent upon the position that t! 
occupy and the social function of their 


class. Probably for this reason there 
has always been among aristocracies 
a certain amount of realistic thinking 
of the kind that Chesterfield called 

the attention of his son nearly t 


centuries ago. Probably there 
more such thinking before the sent 
mental period that came in with Kk 
seau and the English romanticis! 
Some of this realistic thinking deriv 
from Machiavelli, whom most 0! 


have been brought up to think oi 


Now 


i asa 
very wicked man. Machiav 
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pecially interested to describe 
| phenomena and to find out 
f results will follow certain 
what kind of actions are 
in order to produce certain 
In other words he was inter- 

the mechanism of politics 
the relations between men. I 
that if you would think clearly 


ist. as Machiavelli seems to have 


idy this mechanism independ- 


SLULK 


n 
( 


f questions of right and wrong, 
esty and hypocrisy, of justice 
tice. Need I add that, so 
must not suppose the con- 

ons that you have excluded for 
se of analysis to be the less 
for that reason? This 


ild be a fallacy of the kind that 


described. You cannot lessen 


portance of ethics or of anything 


means of analysis. ‘The im- 


nce of ethics is a fact. I have 


sen Chesterfield’s letter because here 


ibject is such that moral questions 


lly suggest themselves to the reader. 


sterfield’s point is more easily 


III 


ive now reached the position 
you would understand the 
ms of the relations between 
must understand the inter- 
of their sentiments, and that if 
ld modify the actions of men 
in general do so by acting 
their sentiments. It is the 
good breeding, good manners 
t to enable you to do this un- 
| and without analysis. 


ver it seems probable that people 


re? 


quire skill in politics and in the 
ent of men often do so without 
approaching a clear and con- 
nalysis of what their method is. 


s the examples of Chesterfield and 


lli show, clear analysis will 


help anybody to understand the phe- 
nomena, that is to say, the psychologi- 
cal and social mechanisms that are 
involved, and some of you, at least, 
ought to be able to act more effectively 
if you are to some extent aware of what 
you are doing. 

As I have said, in order to think 
about any subject you must have a 
suitable conceptual scheme. Here 
what you require is a conceptual scheme 
that shall enable you to understand 
what is happening when two or three 
people are talking together. We have 
seen that what is happening is very 
rarely a logical phenomenon. ‘There- 
fore attention to logic on your part 
will rarely accomplish much. We have 
seen that, on the contrary, the con- 
ceptual scheme must include the 
hypothesis that the process is largely an 
interaction of the sentiments and 
interests of men. Some executives and 
some skillful politicians no doubt per- 
ceive the usefulness of thinking of 
things in this way. But upon the 
whole I am disposed to think or to 
guess that men who do so are less 
common in the United States than in 
the older countries of Europe. We 
have not here a society that is so highly 
integrated, or family traditions that 
are so strong as those in most countries 
of Western Europe. Thus Americans 
often learn less about how to bear 
themselves toward others. ‘This is in 
itself a disadvantage when they seek to 
understand the mechanisms of the 
relations between men. Nevertheless 
here, as elsewhere, excellent examples 
of intelligence in understanding the 
phenomena and of skill in acting upon 
them may be observed. Thus, during 
the first month of his administration, 
President Roosevelt’s actions clearly 
showed such skill and at least strongly 
suggested such understanding. The 
contrast is very striking with the 
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actions of his predecessor, who seems 
to have been almost unable to carry on 
skillful operations at the level of the 
interplay of emotions. 

I suggest then that you should fix as 
firmly as possible in your minds the 
conclusion that three 
people are talking together there is 


where two or 
going on an interaction of sentiments 
and emotions, and that usually little 
else of importance is going on. In 


particular, it is extremely improbable 


that logic has much to do with the 
pre cess. 
One or two further remarks: the 


sentiments are the important thing, 
not the verbal expression of the senti- 
ments. The though in- 
comparably more extensive, include as 


sentiments, 


a special class what the psychoanalysts 
call complexes. Similarly the verbal 
expressions of the sentiments include 
as a the ‘“‘rationalizations”’ 
studied by psychoanalysts. Next, the 
sentiments of men change slowly and 
it is in general difficult to modify them 
for a particular purpose. ‘Thus skill 
in managing men, skill in conversation 


subclass 


and in negotiation depends upon the 
skillful utilization of the sentiments 
that exist in people. Accordingly, in 
so far as men are skillful in these rela- 
tions it must be either because they 
call tact, 


breeding, considerate- 


what we good 


possess 

manners, good 
ness and so forth, or, if their conduct 
is determined consciously rather than 
unconsciously it must be because they 
have made a correct diagnosis of some 
of the 
then skillfully employed those senti- 
ments to the end that they seek. Note 
that the problem thus studied becomes 


sentiments of others and have 


a technical one, no less so indeed than 
the problem of designing a bridge. Of 
course it is and will probably long 
remain a problem where our technology 
is vague and at best pretty inadequate. 
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Some of you will no doubt ask at: 


point whether I am not PP ORS means ( . 
hypocrisy and dishonesty, a8 Was 7 lf a pre 
gested above. The answer seems ; atl i ge 
be that this is a separate question. esdedeee ‘ 
see nothing dishonest or hypocritic, o instruct 
in Chesterfield’s method as he describe: nth any f 
it to his son. On the other hand. | it th 
have observed many other instance er ible 
similar behavior which seem to : a : 
either hypocritical or dishonest or bot pede 
I suggest that what we regard as bad on sen 
conduct may arise either in the desigp. ; vie 
ing of a bridge or in attempts to utili ; ‘ee 

the sentiments of people in the manne: = ! . 
that I suggest, and I prefer to leave : set 
discussion of ethical problems to others : : ripe 

Perhaps, however, it would be well dite? 
cite an instance which, in contrast Se 
Chesterfield’s speech in the House of "te oe ai 


Lords, would impress most peop 
one that raises the moral issue. T ig 
other day the Governor of California a ov tl it 
expressed approval of the lynching y th 


two confessed murderers. Here, sensi 
gardless of the action on the sentiment ee py f th 
of people that he sought, it is appare: Lit aes. al 
that the question of the ethical . ye z 
cation of the method that he employ ae canal 
will seem to many people to be n ilente 
important than anything else i eae 
situation. motin 
At the risk of wearying you | repeat Mi tha 
again that you will need a conceptua pa 
scheme of conversations between n aaials 
And I suggest that a first step in! aoaual 
ing such a conceptual scheme on 
regard the phenomenon as an ie aa 
action of sentiments, emotions anc ferent con 
interests. There can be little ithe diff 
that not only psychoanalysts but als tae anwar es 
skillful family physicians, priests allevranc 
the confessional, and experienced me! Vienna as % 
of the world, when they are called u; Kine of Fra 
to give advice and comfort to othe! ! this Con 
adopt such a view, just as social CO! European sy 
ventions, good breeding, good manners wars. The 
and tact represent the unconscious been as unf: 





Cf 


SCIENCE, LOGIC AND HUMAN INTERCOURSE 327 


others to the same end. 
ynceptual scheme is necessary, 


. as I have said, is a good method. 
shall not take it upon myself 


t you for I am not acquainted 
really satisfactory analysis 
thod to be employed. Note 
good manners and the like 


a method while avoiding the 


of a theory. It seems to be 


however, that, in advertising and 
methods have been developed 


> A 


untry. No doubt you know 


bout these methods than I do. 


DS 


| may, however, permit my- 


make one remark. Many things 


e, | 


ve seen and heard lead me to 


that the conceptual schemes 


ries of selling and advertising 


t are now prevalent in this country 
nadequate. They are in somewhat 


relation to a_ satisfactory 


that Ptolemy’s bears to that of 


us, 1.¢., they are more or less 
rse of a good theory. As a 
this and on account of a 
dignify and magnify their 


believe that business men who 


ncerned with advertising and 
ften arrive at misleading inter- 


of the process involved and 


metimes adopt unsound methods. 


that I have said is likely to 
u remote and vague because 
gely abstract. ‘Therefore, I 
nclusion describe two impor- 


torical events which, because 


analogy and because of the 
conceptual schemes involved 
lifferent methods employed, 


ve to clarify this discussion. 


; 


rand went to the Congress of 
as the representative of the 


France. It was the business 
Congress to reestablish the 


ean system after the Napoleonic 
Th 


le conditions seem to have 
infavorable to Talleyrand as 


they could well be. His country was 
occupied by foreign troops; it was the 
object of fear and hatred and he seemed 
to have not a single trump card in his 
hand. But he was a realist and upon 
reflection saw his way to attain a lim- 
ited objective, namely, the frontiers of 
France of the year 1789, through the 
utilization of the sentiments of his 
opponents. The kings and emperors 
who were represented by his opponents 
had had a very bad time for two 
decades, and he knew that they would 
welcome the principle of legitimacy, 
according to which a king has a right 
to the territory of his ancestors. With 
grace and tact and skill he worked upon 
these sentiments and accomplished his 
object. This, I suggest, is an example 
of a correct diagnosis based upon a 
useful conceptual scheme and of the 
application of a skillful empirical 
method to a clearly conceived end. 

A century later Woodrow Wilson 
went to Versailles. For him the prin- 
ciple of self-determination was “just.” 
For this reason he felt that it must be 
adopted. He did not choose it as a 
result of objective diagnosis of the 
situation, nor did he, so far as we are 
aware, analyze the results that would 
follow upon its adoption. Perhaps it 
is not too much to say that the result 
of adopting this principle has been 
altogether different from what Wood- 
row Wilson hoped and expected. 

[t seems to me that in this instance 
Talleyrand contributed to the welfare 
not only of France but of Europe and 
that Woodrow Wilson worked harm 
rather than good. ‘Talleyrand acted 
as a technician. I believe that some 
of you will do well to imitate him in 
trying to become technicians even 
though you may feel that he was in 
other respects a man whose conduct 
you would on no account be willing to 
copy. 





THE MARKETING STRUCTURE IN THE 


By NATHANAEL H. ENGLE 





THE 


this increas 


ndi 
rures 1nal' 


GROCERY INDUSTRY anage 
ere those 

y be se 

population. Between 1909 and ,and 8. I 


Grocery Manufacturing 


ROCERY manufacturing in this 
country ranks with our leading 


industries. 


of grocery 


products 


valued 


In 1929 the output 


was at 


more than twelve billion dollars, which 


was over 
manufactu r 


of the 


17 % 


es. 


total 


for all 
In 1931, although the 


absolute value for the grocery industry 


had declined by nearly 33 


%, its relative 


position with respect to all manufac- 


TABLE I. 


PRODUCTION OF PrRocEssED Foops CoMPpARED wiTH ALL MANUFACTURES 


the value of manufactured food {1921 and 


ucts increased nearly 300% as com. 
pared with an increase of only 


justry m. 


tter that 


a9 =f 
33°) 


in population between 1910 and 1939, ndicates th 
the nearest comparable census years, bilizin 

The value of products, however, js uring bad 
somewhat misleading index of growt! been a 
due to the fact that the data may he y food ma: 
influenced by price changes. A better | eral Re 
measure is an index of the physica 32 being 


volume of production. A close approx 


























1909-1931 x numb 
(Base for index numbers and relatives, 1929 = 100) recover} 
ios | i Ma h 
| Food Manufacturing All Manufacturing Q2 in 
: Pe es l l l Sa ure being 
Yer | @ | @ |G) @ | () | © | @ | 6 gu be 
| Value Wholesale | Deflated | Per Cent | Value Wholesale | Deflated | Per Cer )32 d tl 
Relatives*|! Pricest Valuest | of Change | Relatives*| Pricest Valuesft | of Change 2 ecti 
, e ee 
1909 26.2 64.5 40.6 |.... eS 29.3 63.3 | 46.3 | Ma ( 
1914 41.4 68.9 60.1 | 48.0 | 34.1 64.6 52.8 | 14 1) i? 
1919 106.0 | 141.5 74.9 24.6 88.1 136.0 64.8 22.7 aiite 
1921 68.8 97.2 70.8 | — 5.5 | 61.9 107.4 57.6 | —12.5 jm accomm oda 
1923 79.2 93-9 84.3 | 19.1 | 85.9 107.6 79.8 | 38 rs wort 
1925 86.7 105.5 82.2 —2.5 | 89.0 107.2 83.0 4 = 
1927 91.6 100.7 91.0 10.7 89.0 100.0 88.7 | 6.8 ig 
1929 100.0 100.0 100.0 9.9 | 100.0 a9-¢ 100.0 | 12.7 ecently, De 
1931 68.3 70.9 96.3 | 3-7 58.7 75.7 | 24.3 1. Quay 
nia aleid she i 
* Based upon value of products as shown by the United States Census of Manufactures. Vistribut 
t Mills, F. C., ‘Economic Tendencies in the United States,"’ National Bureau of Economic Research, Publication 2 _ 
The “‘ Processed Foods" price index, page 588, and the *‘ All Manufactured Goods”’ price index, page 584, were converted tot © Das 
ume base, 1929 ‘T 
t This index is derived by dividing the value relative by the wholesale-price index for each year. The deflated-value inder stem 
roughly equivalent to an index of the physical volume of production. nalvsis de , 
tures had increased to nearly 20% of imation to such an index maj wcture 
the total.! The growthinthisindustry obtained by interpreting the aggregate ir marke: 
during the past twenty years has more value relatives with the aid of a wi "he most 
than kept pace with the expansion of sale-price index. Such an index ' wet utili: 
- offered in Table I for the process rers has bi 
‘United States Census of Manufactures, 1929, food ind X 1 f 1] anufact 
Volume II; and mimeographed reports for the Census ed pa ustry and for ali manutacr® Federal Re 
f Manufactures, 1931. The term “groceries” as ing. This table shows that there has r 1923 
here used inc ludes processed food of all kinds and such been a substantial increase in pri duc- " Base 3 a "2 
nedible commodities as soaps, cleaning compounds, ti . t} Sand industry sifice 19° ants,” United 
and household supplies which are normally handled ion in the f00d in us ry & oe 202, 1932 
by the grocery trade. but from column 3 it appears 
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. increase is not so great as the value 

-es indicate. It is also noteworthy 

the fluctuations for the food 

were usually less extreme than 

for all manufactures, as 

ay be seen by comparing columns 

saad g. In the two depression years 

21 and 1931, particularly, the food 

lystry maintained its position much 

er than all manufactures, which 

ates that this industry may have 

bilizing influence upon production 

bad years. Since 1931 there 

en a slight decline in production 

» food manufacturers according to the 

leral Reserve Board index, the year 

being 3 points below 1931. At the 

the index for all manufac- 

17 points. The monthly 

x numbers for 1933, however, show 

y for the grocery industry, 

h figure being 90 as compared 

in March, 1932, the April 

being 99 as compared with 84 in 

i the July figures being 100 and 
tively, for 1933 and 1932.? 


nufacturers’ Sales Channels 
ribution channels, developed to 
late the flow of billions of 
worth of grocery merchandise, 
omplex and they have, until 
y, been very inadequately meas- 
Quantitative data of the Census 
' Distribution now afford for the first 
he basis for analyzing this market- 
m. The first step in this 
leals with the channels which 
irers have used in reaching 


st important single type of 
itilized by grocery manufac- 
has been the wholesalers.* Ove 


Reserve Board Bulletins, 1933. The 

f 1923-1925 = 100. 
‘Distribution of Sales of Manufacturing 
1 States Census of Distribution, No. 


one-third of the total volume of sales 
of all grocery and meat products was 
distributed through this type of middle- 
man. This figure would undoubtedly 
be much higher if sales made to whole- 
salers through manufacturers’ whole- 
sale branches were known. Of the 
sales reported by manufacturers, nearly 
40% of the processed food, other than 
meat, of which the amount was 20%, 
and over 45% of the inedible grocery 
products passed through the whole- 
salers’ hands. 

Manufacturers’ wholesale branches 
accounted for approximately one-quar- 
ter of the total sales of all food and 
grocery producers. They were used 
by manufacturers of processed foods, 
other than meat, for the disposal of 
nearly 15% of total sales, and by 
producers of inedible grocery items to 
sell nearly 30% of their total volume; 
in the meat trade, packers’ branches 
and other wholesale branches were 
used for slightly over 45% of the total 
meat sales. In addition to the use 
of wholesale branches, manufacturers 
made use of other channels to avoid 
the regular wholesalers. Sales were 
made direct to retailers to the extent 
of 27.7%, including 9.3% to chain- 
store warehouses; and through manu- 
facturers’ retail branches to the con- 
sumer to the extent of 3.2% of total 
sales of all grocery producers. ‘Thus, 
by 1929 the wholesalers’ share of the 
business had been greatly reduced by 
various devices, although he still re- 
tained a position of dominance in the 
trade. 

As far as it was possible to determine 
from the statistics collected by the 
Census of Manufactures, agents and 
brokers were used by grocery manufac- 
turers to sell 11.8% of their total in 
1929 at f.o.b. factory values. Perhaps 
a more reliable figure is that of the 
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Census of 
I,8S1 


sales ot 


Wholesaling which reported 
— and brokers with net 

$1,751,993,000, which is over 
19% of the total volume of wholesale 


grocery business at wholesale values 


The Wholesale Market Structure 


The foregoing discussion, based upon 
reports made by the manufacturers, 
paves the way for a closer examination 


TasBLe IJ. Types or WHOLESALE ESTABL 


VOLUME OF SALES, 


NESS REVIEW 


The conclusion 
manufacturers’ reports is thus bo rhe 
out by the wholesale trade statistic, 
Although merchant wholesalers, cep. 
eral-line and specialty combined, wer 
the most important type of outlet j, 
the grocery market, manufacturers’ 
wholesale branches together with wes 
store warehouses have offered a signif. 
cant threat to the old-line wholesaler 
TRADE ANI 


ISHMENTS IN THE GROCERY 


1929* 











Number of Establish- | Net Sel 
| Net Sale 
ments _ 
| | 
} | 
['ypes of Establishmentf —— — 
| 
. | ope . . 
_— Per Cent of | Thousands of | Per Cent 
the Total | Dollars the Tota 
} } 
Total 13,618 100 9,118,641 
Wholesale merchants (general line) 4,776 35.1 } —— 
Agents and brokerst 1,851 13.6 »751,993 19.2 
; 1 1 1 | 
Manufacturers’ wholesale branches 2.%1¢ 17.0 1,480,162 { 
»3tS / 
Chain-store warehouses$ 234 Pe | 1,457,408 
Wholesale merchants (specialty 3,149 23.1 gol , 863 
Cash-and-carry wholesalers # 362 s.9 101,188 
Wagon distributors ¢ 178 1.3 18,999 : 
" | 
All other types 753 7 aa 746,577 8.2 
| 
* Engle, N. H Groceries and Food Spec ialties,’"” U. S. Bureau of tt re Census, 1933, pp. 34 and 35. 
t It should be ted that these Le entages differ from those given above for the same types of businesses, because the 
stitute s livisions of tw nt statistic al universes. The first was the total vo lume of sales reported by manufa 
turers at f.o.b. factory prices The second is the total volume of sales repo rted by the wholesale establishments at wholesale 
sel ling prices The difference between these two totals, sien dup! ic ation 1s eliminated, roughly me asures the costs and protts 
nvolved in grocery wholesaling in its broadest sense. See Engle, ‘‘Gro ceries and Food Specialties,"’ pp. 16-18 
t It 1 be noted that agents and brokers are not a strictly coordinate class since they sell largely t ther types 
wh Bat mn hains, ef 
§ The use of the expression ‘“‘sales"’ for chain-store warehouses is not strictly accurate since sales are such only ina r 
tern The goods are distributed and billed to the retail outlets where actual sales are made. However, the census statist 
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est Is attac hed te 
l because they tllustrate the 
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by 1929, at least; 


of the various types of marketing 
establishments in the trade 
as reported by the establishments them- 
selves to the Census of Distribution. 
The analysis of grocery wholesaling, as 
shown in Table II, is derived from the 
basic statistics compiled by the Whole- 


grocery 


a special 


sale Census and presented 
study of the grocery trade. 


the cash-ar nd- -carry wholesalers and to the wagon distrit utors, 
difficulty experienced in determining the rel 


1em comparable with other wholesale statistics 
coffee, 


ines 


or other single commodities or restricted 
not be ause 

ative importance of a part 
The amount of attention given these two t yp es has create 
the marketing chain, but the facts do not reveal that ether 
counted for but 1.3 % of total sales in the wholesale grocery 


Sectional differences within the 


dustry are deserving of special consider 
ation by marketing executives. Tab 
III gives 
wholesale grocery establishments 
population 
divisions 
data are in the form of percentages 

the total for all wholesale grocery sa'¢ 
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veneral-line grocery whole- 
ind total population. It is 
hat the larger percentage of 
isiness, aS compared with that 
|-line wholesalers, in the Mid- 
states is due to the large 
f brokerage transactions in 
ork, Philadelphia and other 
\tlantic wholesale centers. 
CoMPARISON OF SALES BY WHOLESALE 


fABLISHMENTS WITH POPULATION BY 
RAPHIC Divisions, 1929* 





| | 
> 
Per Cent|) rent 
of Total} % °° |Per Cent 
Whole- mits lof Total 
General-| ;, 
sale | Popula- 


G y line tion 
yrocery ’ 
rocery | Whole- | 
Sales | 
salers 


oO 
I 

c 
7 
7 
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we N 





and Food Specialti 


differences, 
more 
wholesale 
A high 


between 


these sectional 
wholesaling is much 
than the 
rdware or radio trades. 
correlation exists 
grocery sales and population 
general-line wholesalers and 
rocery wholesaling.‘ These 
which should not be ignored 
contemplate 
Direct 


OK alized 


ufacturers who 


in their sales channels. 


[rade Studies, Census of Wholesaling, 
f the Census, by T. N. Beckman and 
In the grocery-trade study, corre- 
ts between sales and population are 
1333 and 0.926 for all grocery whole- 
neral-line wholesalers respectively. 
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selling in the grocery field, for example, 
is apt to be more difficult as well as 
more costly than it is in other trades 
where the market is more highly con- 
centrated. Further light is thrown on 
this problem by the statistics on oper- 
ating costs for the various competing 
sales channels. 


Wholesaling Efficiency as Measured by 
Operating Expenditures 

The total operating expenses for 
seven types of wholesale distributors 
are shown in Table IV in the form of 
frequency distributions. The average 
expenses for each group may be taken 
as a fairly reliable measure of the 
efficiency of the group in performing 
the marketing functions which each has 
assumed. ‘Three averages, the mode, 
the median and the arithmetic mean, 
are computed for each type of whole- 
saler. The average operating expenses 
for brokers were the lowest of the group, 
those for cash-and-carry wholesalers 
and for chain-store warehouses being 
but little higher. These three types 
constituted the low-cost groups of 
wholesalers. Their costs were quite 
close together and may be said to 
reflect the limited marketing functions 
which they perform. For the chain- 
store warehouses, the low operating 
expenses are partly due no doubt to 
the integrated system of purchase and 
delivery of merchandise which the 
chain method has made possible, and 
partly due to the fact that manu- 
facturers perform some of the whole- 
sale functions for the chains. The 
highest average costs were those of 
the manufacturers’ wholesale branches 
and wagon distributors, ranging from 
13.5% to 17.7% of net sales for the 
former, and from 10.4% to 15.4% for 
the latter. The wholesale merchants, 
both general-line and specialty, occu- 





w 


ground with costs 


a medium 
considerably higher than the chain-store 


pied 


warehouses but lower than manufac- 
turers’ wholesale branches. No sepa- 
rate data are available for voluntary or 


TABLE IV. 
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establishments. In New England three »cineSS, | 
types of wholesalers, agents and brok. oe Come 
ers, manufacturers’ sales branches and may now | 
general-line wholesalers, had higher = their 


than average expenses. In the M 


Mli~ 


FREQUENCY DiIsTRIBUTIONS OF ToTAL OPERATING EXPENSES FoR Grocers, 














TRADE BY Type OF ESTABLISHMENT, 1929* Taste V. 4 
RATIN 
] | | eee 
| Cash-and-| Chain- | Manufac- | y, Wholesale | ,., 
; : : ‘ | Agents » | Wagon | Wholesal- 
Total Expenses as Per Cent | carry store turers’ | peer Merchants ets 
“ | and ge . - Distrib- Merchants 
of Net Sales Whole- Ware- | Sales (general | OS" 
Brokers utors ; (specia € 
salers houses | Branches | | line) it 
| | 
a : —! — 
_ , | | 
otal 1,851 361 234 2,325 178 | 4,776 2 149 
Under 2% 1,049 | 
Under 4% 1,411 166 | 108 112 m 3 569 35 
4 tod 197 147 68 215 42 | 1,853 4 
8 to 12 58 | 30 23 337 27 1,504 77 
12 to 16 48 | 8 11 397 | 32 §27 4 
16 to 2 22  o 5 203 | 20 164 
20 to 24 19 2 4 160 5 64 M 
24 to 28 19 2 | 4 213 17 | 39 7 
28 to 32 14 2 184 3 2 : 
' 
32 to 36 6 I 150 5 | 9 
36 to 4 3 sy 2 11! 4 | 3 Sie 
40 to 44 8 eu 2 64 3 7 
Over 44 46 2 | 4 1609 | 7 | 17 
| | ) 
- eo — $$ $$ _________ LE V1 
Average Expenses in Per Cent of Net Sales 
| 
Mode 2.0 4:6 {| 4c 9.5 | 0.4 7.0 
Median 2.6 7 | 4.8 17.7 12.6 7.9 
Arithmetic Average . 2.0 4.5 2.5 13.6 | 15.4 9.1 S 
* Engle, ‘*Groceries and Food Specialties,’’ p. 68. 
cooperative chain wholesaling for the tain and Pacific states operating 
entire country. A sample analysis, penditures for agents and broker | 
however, shows costs of wholesaling chain-store warehouses were much nt to 1 
as low as 4.63% of net sales for whole- above the average, and in the t t 
sale establishments selling exclusively South Central and Mountain 
to retail member stores cooperating the manufacturers’ sales branches ! 
with them.°® the highest costs, the ratio being 43 
Geographical differences account for points above the average. ‘The rea 
some of the variations revealed in the for these differences are hard to 
spread between high-cost and low-cost’ mine since there is little uniformit 
figures for the various types of whole- the variation shown by the dilfierent 
salers. Table V presents a geographic types of wholesalers in the various — 
distribution of total expenses for fourof parts of the country. Among 
the most important types of wholesale factors at work are wage differentia’, i we cost 
= . . } ve tal 
' : , : br da Tala ed DO atio lensity and the close! nN awe 
5 Engle, “Groceries and Food Specialties,” p. 89. p< pulati n density om . 
related sales potentials, size ener 


Figures for wholesaler-sponsored chains only. 











and extent of the sales terri- 
1. A few of these factors 


yvereda. 


w be measured for the first time 



































influence upon operating 
ppraised. 
Vy. Geocrapuic DistripuTION oF ToTAL 
eaTING EXPENSES, GRocERY TRADE, 1929* 
ana Total Operating Expenses: Per Cent 
f Net Sales (arithmetic averages) 
—____—— ———. 
| nie. 
Ch: Manufac-| Whole 
A vents lain- | turers’ | Saie 
. S* d store | Whole- Mer- 
eer ta Ware-| “cle chants 
brokers | houses | p>" S __ | (general 
Branches es 
ine) 
2.0 3.5 13.6 9.1 
3.9 3.1 13.9 s2.7 
1.7 361 a 9.6 
2.0 Sih | 15.9 I1.0 
1.8 4.1 16.1 9.9 
5.9 3.8 | 14.5 7.0 
1.8 4.4 | 17.9 7.8 
1.7 2.8 | 10.8 2.2 
4 5.9 | 17.9 8.7 
2.6 5.8 11.90 7-4 
and Food Specialties,’’ p. 66. 
S Business.—The influence of 





the business upon the oper- 
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the tendency for costs to decrease as the 
size of the business increased. Indeed, 
for chain systems the maintenance of a 
warehouse appears to have been quite 
a costly luxury until billings reached a 
volume in excess of $300,000 at whole- 
sale values. Inthe wholesale merchant 
class, which is perhaps the most homo- 
geneous group of all, the size of business 
seems to have had a different influence. 
Total expense ratios declined to a low 
point with sales between $200,000 and 
$300,000 per year and increased there- 
after as the size of the business grew, 
reaching a point very nearly as high for 
the largest houses as obtained for the 
smallest.® 

Influence of Sales Territory Radius.— 
One reason for the increase in operating 
expenses for the large-scale wholesale 
merchants is that large sales volume is 
often sought by expanding sales effort 


over an ever-widening area. The in- 


EXPENSES BY SIZE OF BUSINESS, 








Business (Net sales in dollars) 













Agents 


Brokers | 





Total Operating Expenses: Per Cent of Net Sales 
(arithmetic averages) 
Wholesale 
| Merchants 
| (general line) 








Pow | Manufacturers’ 
| Chain-store 3 
Wholesale 


Warehouses 
Branches 


and 





2.0 3-5 13.6 9.I 
, 20.9 | 13.8 
8.6 15.9 20.¢ 3.9 
5.1 13.2 26.2 8.3 
4.4 11.4 26. 8.1 
3.2 5.3 24.9 8.4 
3-4 oo 22.3 8.3 
2.1 6.9 21. j 8.9 
1.8 5.5 17.9 9.1 
1.6 4.9 16.1 8.5 
2 5.4 10.9 10.3 
I 3.2 

3 

2 








> 


s and Food Specialties,”’ pp. 75-82. 





For all 
there is 


tabulation, Table VI. 
wholesalers 





general-line 








ing cost ratio is brought out in the 


6 See Engle, N. H., ‘‘Size of Business Unit as a Fac 
tor in Efficiency of Marketing,” 23 American Economic 
Review 1, Supplement for March, 1933, p. 101. 
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fluence of large sales territories upon 
operating expenses is shown for three 
groups of general-line wholesalers in 
lable VII. With few exceptions total 
expenses increased as the length of the 
sales territory radius increased. This 
tendency was so consistent as to justify 
the conclusion that straining after 
volume by expanding the sales territory 
is an unwise policy as far as operating 
eficiency is concerned. If it were 
possible to increase gross margin at the 
it might be a justifiable 
business policy on the grounds that 
net profits would not suffer. But the 
that competition usually be- 
comes keener, the more remote the 
territory, and hence it is not probable 
that increased margins could be secured. 


same time, 


fact is 


Taste VII. Averace OperRATING EXPENSES FOR 
GENERAL-LINE WHOLESALE MERCHANTS BY SIZE 
Territory, Grocery TRADE, 


1929* 


oF SALES 





Average Operatir ig Expen ses: Per Cent 

oe Wholesale Merchants 
h Annual Net Sales of: 

7 - 

$500,000 | $1,000,000 

| 


Ler gt of Sales | $100,000 
to | to 


Territory Radius } 


$300,000 $1,000,000} $4,000,000 
| Mode | Me- | Mode | Me | Mode | Me- 
| dian dian 


| dian 





Total 7.95| 8.48 8.74) 9.08 8.76) 9.12 
75 miles 7.84) 8.29 8.57) 8.76 8.27) 8.61 
150 miles 8.33! 9.20) 9.02!) 9.83 9.51} 9.49 
300 miles IQ.11/11.75) 9.17} 9.66) 9.00) 9.23 
500 miles 7.§50'10.00, 9.62/10.42| 8.43) 9.23 
Over 500 miles 10.00 13.00 13.00/12.75) 13.33) 9.38 
All other 12.5012.50| 10.00/10.00 
* Engle, ‘‘Groceries and Food Specialties,"’ p. 77 


In concluding this phase of the 
analysis it is noteworthy that grocery 
wholesaling is handled very largely 
by three types of establishments, in- 
dependent wholesalers, manufacturers’ 
wholesale branches and chain systems. 
It may seem surprising to many that 
the wholesaler continues to occupy as 
important a position in grocery distri- 
bution as the facts reveal. ‘The expla- 
nation, while partly to be found in the 
inertia which tends to perpetuate insti- 
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tutions once established, probably |ie; 
in the fact that the wholesaler is 3 
specialized agency well ddtined 
perform essential marketing functions 
No data are available showing what h; 
happened to his relative position sing 
1929, but it is quite probable that it has 
improved somewhat. The excessive 
overhead burden of maintaining branch 
warehouses and elaborate salesforce: 
for contacting many widely-scattere) 
individual retailers has probably caused 
the manufacturer to retrench during 
the past yearortwo. Even in 1929 th 
operating costs of wholesale branche: 
were considerably higher than those 

regular wholesalers. Whether or not 
the wholesalers will be able to capitaliz 
on this gift of the depression remains t 
be seen. Certainly the competitio: 
from chain systems constitutes a sig- 
nificant threat to their position. T} 
wholesale divisions of chains have mu 

lower operating expenses than do t 

old-line wholesalers. However, the; 
do not perform the same functions, and 
it may be argued that the wholesalers 
will have a place as long as there ar 
independent retailers. ‘The growth 

cooperative wholesaler-retailer groups 
(discussed below) has been such as ' 
suggest that the wholesaler may « 

tinue to exist for some time to com 
A final factor of importance is t! 
probable effect of the NRA codes 

fair competition. Their ultimate effect 
upon the position of the wholesa! 
can only be conjectured at this time 


Retail Distribution of Groceries 
Grocery retailing which bridges t! 

gap between the wholesaler and 
ultimate consumer is better known tha! 
wholesaling because of its direct, 
mate contacts with the 
public. 


urements of retailing, however, 
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been available heretofore. As a 
first census of retailing it 


now possible to sketch in the broad 


of the retail market with 
rable accuracy and to supply 
in essential details of the picture 


| and grocery commodities were 
number of different kinds 
to food 


1 
‘ 


including, in addition 


VIII. 


TABLI 


IN THE GROCERY INDUSTRY 


chain stores have become a dominant 
factor in the trade in recent years. For 
all grocery stores (groceries only and 
groceries and meats) the chains of two 
or more units accounted for 19% of the 
stores and nearly 43% of the business 
in 1929. Single-store independents 
operated 74% of the stores and secured 
slightly over 52% of the total sales. 
The remainder was accounted for by 


CHAINS AND INDEPENDENT GROCERY DISTRIBUTION, 1929* 





Grocery Stores 
(without meats) 


ly pe of Store | 
| Number 
of 


Stores 


j | 
Amountf | 


; 
; 

| ~ ° ® . 

| Combination Stores 
(groceries and meats) 
| 


| 
Net Sales Bio Net Sales 
= Number 


— of ———_,- 


Per Cent | Amountt Per Cent 


| | 





191,876 


139,440 
38,174 


single-store) 
tal) 


7roups 


, 805 
4 


,044 | 


»57!I 


| 


3,903 , 662) 
|2,238,837] 
1,482,063 
330) 
343,571) 
219,377] 
694,779 
182,762) 


100 
57 


115,549 
88,157 
20,929 

3,680 
6,192 
2,669 
8,388 | 
6,403 


3,449,129 
|1,588,914 
|1 , 062,143 
| 85,891 

367 ,643 
361,605 
847 ,004 
198,072 


| 
| 
| 

99 
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| 
| 
14,262 | 





ition, Summary for the United States,”’ 
f dollars 


1933, Pp. 09. 


U. S. Census of Distribution. 


f lars. 
issaries, direct selling, rolling stores, roadside stands, etc. 


proper and restaurants, general 


res, department stores, general mer- 


lise stores and feed stores. The 
Important of these were the food 


es with 481,891 establishments hav- 
: sales of eleven billion doilars. 


Of 
imber there were 307,425 straight 

and combination grocery-and- 
stores accounting for over seven 
ne-third billion dollars in sales. 
his latter group which is normally 
upon as the retail-grocery field, 
the following analysis will be 
1 to these stores. 

of Grocery Chain Business. 
major developments 
retailing is the extent to which 


in 


the 


rolling 
stands, 
growth 


miscellaneous types, such as 
stores, commissaries, roadside 
etc. ‘The extent of chain-store 
has not been uniform for all kinds of 
grocery stores. Greatest progress has 
been made in the straight-grocery field 
where the chains first got their start 
and where over 48% of the business was 
conducted by the chains in 1929; 
in contrast, only 38% was accounted 
for by chains operating combination 
grocery-and-meat 

The rapid growth of the chains’ in 
the grocery trade, from a position of 


stores. 


7See “Growth and Development of the Chains,’ 
Federal Trade Commission Report, Senate Document, 


1933- 
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; c 
minor importance, as recently as the vantages for retailers but to improve 
pre-war years, to their present place, the competitive position of the who! lL. petal! B" 

. ~y ° . e xpe 
with over 40% of the total business, has_ saler through a closer bond with | : 

hi Or ee 
called for many adjustments on the part better retail customers. Both typ — = 
of indepe ndent grocery distributors. have had a rapid growth which Dar- ita 
One of te most far-reaching of these llels, if it does not outstrip, tha wi 
is the resort to quasi-chain methods the regular chains. The American Jp. a geen 
° . . ° ° . ‘ R es ¢ 
through the formation of voluntary or stitute of Food Distribution estima: 
imillar 
ide r 
Taste IX. Comparison oF Grocery CHAIN-sTORE EXPENSES WITH Expenses e latt 
Avi Oruer Grocery STORES, 1929* - 
f A 
P= iar : | . ‘a —— 
| Chain Stores with 4 or All Other Grocery Store: by § poin 
More Units (independents sts: most 
| costs; M 
Iten 7. . Pio . iT} 
Per Cent Per ( : 
Amount of Net Amount fN LTese 
Sales Sa itlets Of T 
‘ - 

Number of stor 53,466 253,959 expel 

Number of cha 788 i | 

Net sales $2 ,872,773,756 100.00 |$4,480,017,455 1 Ul 

Total expensest 408 ,752,249 14.23 862,910,748 ntlv 

lot al ilaries 217,997,076 7 9 548,885,499 e 

Re 68 , 478,897 2.38 | 119,143,529 2 ' 

\l r expe Tt 122,276,276 4.26 194,881 ‘ y ; 

ale _ i = 

* Base [ lata fr Retail Distribution, Food Chains,” 1933. U. S. Bureau of tl 1€ > Census. Phe ¢ ha F 

e su ucte e totals for all grocery stores to secure figure yr all other stores, uich are chiefly lepende itadie = 

t Only t reta re expense Warehouse and ce ffice : ninisteative expenses were treated as w j 
ale exper e ¢ and dor n the retail st atistics. »mputing total operating expenses the Reta rl ea 

reau attempte nomic costs which should be charged against the busir 1ess. Tt — 
ropr rs we ‘ mpar nies at the rate f average wages tf or fi all-time ex nployees. Since most pendent St 
the uins r lude a much smaller proportic f estimatec 1 salaries of ; } 

a e ir t é ite n for the latter is shown t 5+ 12.2 of net sale tt leliveries 

: 35% Ww 1 This con litior nakes it pr ssible for the independes t retailer, wi W z 

ep in aveta lepend upon net pr s for his income, to c npete on a price basis with t Tale ( 

. st 
cooperative chains.* ‘There are at least that in March, 1932, there were 68% angie 
two types of these chains which de- voluntary chains of both types wit! pg 
serve mention, the retailer-owned and 83,224 retail stores.? It is, therefore, 
wholesaler-retailer cooperatives. The obvious that the voluntary chain is 4 ——" : 
form er. whi h is the older type his- factor to be reckoned with in 

‘ . - ° ° ee ¢ it 

torically, consists of groups of retailers analysis of the competitive structu: : 
who have banded themselves together the industry. 
° . . . CD 

and organized their own wholesale Retail Operating Expenses.—A " 
: -_ , ved. 

houses in an effort to secure the lem of even greater concern than ;, 

. 2 ° rin ‘ ° ° r Pee aAiL 4 LLIC 
advantages of large-scale buying. The just discussed is that of operating 
wholesaler-retailer cooperatives are un-_ efficiency in grocery retailing. An 
, ° . . f¢ . ‘ = 2. LIne -Tec 
like the other type, since their chief ure of operating efficiency as ret 
object is not to secure buying ad- in operating-expense statistics may Pe. 

: ' riputi 

8 Sex White. W. L.. C perative Retail Buying 2 ‘ R 
A tatior New York: McGraw-Hill Book Co., ®See ‘‘Cooperative Grocery Chains, ane 
Inc., 1930; and Pelz, V. H., “‘The Voluntary Chains,” Trade Commission, 1932, and Engle, “Gr : 
American Institute of Food Distribution, 1932. Food Specialties,” p. 86. 
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census data for the 397,425 

% -,i] grocery stores considered above. 
enses and a number of de- 
wailed expense items, such as wages 
re : i rent, are available for these estab- 
“iments. Since these data are for 
-ery stores, they are less valuable 
wae cl operating eficiency than 
ir statistics for chain stores and 
nts separately. An analysis 
he latter data in Table LX shows 
\in-store expenses were lower 
than were the nonchain 
this difference was in the 


pilliiic 


e ¢ int 
1 LiLo 


.* 2 St ot 


[hese comparisons are for the retail 
ts of the chains and do not include 
ise or central-office administra- 
neither of which are 
n the independent stores. Con- 

tly the differentials in store ex- 
easure, in part, the relative 

y of the two types of retailing. 
differences are also partly attrib- 

e to the variation in functions 
ned. While not all of the inde- 
ndent stores extend credit and make 
veries, practically all of the chains 
rate on a cash-and-carry basis. 
it might be expected that the 
vould show costs which were 
least by the cost of credit and 

of these facts it 
that there is less difference 
lative efficiency, as measured 

ting costs, of the retail stores 

ited by chains and those operated 
lependents than is commonly 
eved. The comparison of the re- 
itlets is not adequate, however, 
the chain is an integrated whole- 
g-retailing business which should 
whole with other 


penses, 


In view 


pared as a 
ition systems. 


Summary for the 


Retail Dist 
1933, Tal 


ribution, 
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Comparative Efficiency of Principal 
Wholesale and Retail Sales Channels" 


In addition to cooperative chains, 
there are three outstanding types of 
wholesale-retail distribution systems 
open to manufacturers for the market- 
ing of their products, namely, the 
independent wholesaler-retailer, the 


TaBLe X. CompaRATIVE ToTAL ExpENSES OF THREE 
Types or Grocery DIstTRIBUTION, 1929 





Total Expenses: 
Per Cent of Net 





Sales 
Type of Distribution | a at | ae 7 
— Retail 
Values* | Valuest 
Wholesale merchants....... 9.1 | 7.8 
Manufacturers’ wholesale | 
branches....... ; 13.6 11.6 
Chain-store wasshouses. 3.6 | 3.1 
Independent retailers... .. Ad 16.9 
Retail chain stores..... hel | 14.2 
Combined: 
Wholesaler-retailer...... 24.7 
TS ae [7.3 
Manufacturers’ sistinenin. | 
branch retailer........ , 28.5 





* See Table VI. 

Tt Since no data were collected by the Census Bureau on 
net profits, the estimated wholesale costs at retail values are 
somewhat too high. It has been assumed that since inde- 
pendent ret ailers add 16.9¢ to the wholesale cost of the goods, 
the wholesale expenses of 9.1¢ must be cor npé — not with $1 
but with $1.169. Thus, 9.1/116.9 equals 7.8%. Actually, 
net profits of perhaps 2¢ on the dollar should ‘ae have been 
added. 

tIn combining chain-store-warehouse and retail-chain- 
store costs it is assumed that all retail chains had warehouses. 
This is not true, but since the largest part of the chain busi- 
ness was handled by chains with warehouses the assumption 
is substantially accurate. 


wholesale-branch re- 


In order 
expenses 
channels, 


manufacturer’s 
tailer and the chain system. 
to compare the operating 
of these three marketing 

11 For an earlier comparison of chains and inde- 
pendents see Schmalz, Carl N., “Independent Stores 
Versus Chains in the Grocery Field,” tx HARVARD 
BUSINESS REVIEW, 4, July, 1931, p- 431, which is based 
“Expenses and Profits in the Chain Grocery 
” Bulletin No. 84, Harvard Bureau 
A criticism of this report has 
National Wh 


upon 
Business in 1929, 
of Business Research. 
been issued by the 
Association. 


ylesale Grocers’ 
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the wholesale statistics which are based 


upon wholesale values must first be 
converted to the same basis as the 
retail statistics, that is, percentages 





of the consumer’s dollar. Such com- 
parison, as shown in Table X, corrob- 
orates the general belief that chain 
systems have the lowest total market- 
The combined expenses 


ing expenses. 
and 


of the independent 
retailers were 7.4 points higher than 
those of the chains, while the cost of sell- 
wholesale 


wholesalers 


ing through manufacturers’ 
branches and independent retailers is 
the highest of the three methods of 
marketing. 

This analysis is open to the criticism 
that the data are averages for all 
types of commodities handled by the 
different types of marketing establish- 
ments. For manufacturers’ wholesale 
branches and for independent grocery 
commodities are 


wholesalers, these 


chiefly manufactured or processed arti- 


cles. But for the retail stores, the 
goods sold include fresh fruits and 
vegetables, fresh meats, and dairy 


and other agricultural products, most 
of which are supplied by other than 
wholesalers or manufacturers’ 
The data on oper- 


grocery 
wholesale branches. 
ating expenses for other food whole- 
salers, as given by the Census of 
Wholesaling, however, show that the 
average is approximately the same as 
wholesalers.'? There 
which in- 


that of 
still 
validates in part such a comparison. 


grocery 


remains another fact 


12**Wholesale Distribution, Summary for the 
U. S.,” 1933. Table on page 86 gives the average 
total expenses for fruit and vegetable wholesalers as 
9% of net sales: for meat wholesalers as 9.6% and for 


the entire food group as 10.5‘ 


Many retail stores buy their prodye. 
not from wholesalers, but directly a 
the farmers. This is an important 
consideration in the smaller commyn, 
ties, but probably does not bulk aro 
in the totals. If it were possib}, ; 
segregate the operating costs by 
modities, as has been done in a few ca 
studies by Wroe Alderson of the Unites 
States Department of Commer 
better comparison might be mad 
The best available data on this point 
comparing chains and independents 
were recently published by the Feder, 
Trade Commission for the 
Washington, Memphis, Cincinnati and 
Detroit.'* These figures presumably 
include net profits, since they wer 
secured by subtracting the cost of th 
articles from the selling price. T! 
should, therefore, be somewhat high 
than the averages in Table X. T! 
two sets of figures are not comparal 
except in a very general way, 
one covers the entire United States and 
is calculated on total sales, while t! 
other analyzes selected commodit 
for a limited number of cities. It 


cities 


significant, however, that the advan- 


tage shown for the chain system over 
the independents does not appeai 
be as great as might have been 
pected, especially when allowan 
made for the difference in marketing 


functions performed by the tw 


systems. 


Y 


13 See press releases by Federal Trade ¢ 
These reports show that for identical grocery 
the chains have an average gross margin fron 
to 4.02% of net sales less than independ 
Washington, and a differential advantage f 
to 4.82% in Memphis, depending upon the met 


weighing used for each city. 
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MARKET ACTION OF NEW ISSUES— 
SYNDICATE 


PRICE PEGGING 


By W. H. STEINER AND OSCAR LASDON 


to Buy New Bond Issues 


years the investing public 
increasingly reluctant to 
w bond issues. Generally 
nvestors have not felt dis- 
irchase such securities until 
ssolution of the distributing 
In other words, there has 


idency to withhold purchases 
tural market has developed in 


ilar security offered. 


rmination of the syndicate 


the beginning of a 
With the removal of 
artificial support is 
and a “‘pegged”’ market 
xist. The price of the issue 


rket. 


L* 3 
D1das, 


tuates in response to ordinary 


>rces. 


Only when the latter 
has prevailed, have many 


shown a willingness to enter 


se. such a policy on the part 
dividual investor is either the 


ome previous experience in 
ise of a new issue or else it 
general opinion, on his 
would be more profitable 


hase the issue after it has been 


somewhat marketwise. 
view to determining the 
f such a belief, a study of the 


tion of new issues was under- 


investi- 
any 


of 


disclose 


this 
whether 


results 
uld 


basis exists for the public antip- 
vard new issues. 


Security Used for Study 


ler to present a more accurate 
and to safeguard against possi- 
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ble erroneous conclusions, several limi- 
tations have been observed. 

In the matter of time, the study has 
been confined to the period 1924-32. 
As to the type of security, domestic 
corporation issues form the basis of this 
analysis. Government and municipal 
issues have been excluded, as well as 
foreign corporation with the 
exception of Canadian industrial and 
utility bonds. Furthermore, because 
short- and semishort-term securities 
normally show little variation in price, 
those issues maturing in less than ten 
years from the date of offering have 
not been included. Moreover, only 
single offerings of amounts of $10,000,- 
ooo or more have been considered. 

Naturally enough, only those issues 
of which there were full price records 
were studied. This confined the in- 
vestigation to those bonds listed on the 
New York Stock and Curb Exchanges 
following the date of offering. In 
addition, the issues included in this 
study represent new offerings, no prior 
offerings of these same securities having 
been made. They do not represent 
offerings of additional amounts of se- 
which had been floated pre- 

With the exception of certain 
convertible none of the obli- 
gations included in this study were 
exchange offerings made to holders of 
outstanding securities; they had to be 


issues, 


curities 
viously. 
issues, 


sold to investors. 

A total of 288 issues, amounting to 
$8,427,900,000, met these requirements 
during the nine-year period studied. 
The data were broken down; offerings 
were classified as to the year of issue 
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and were then segregated as to the type 
of obligation, whether convertible, rail, 
utility or industrial. Next, a tabu- 
lation was made of those issues break- 
ing their offering prices within a period 
months following the date 
of offering... The analysis was then 
carried further. ‘The statistics were 
examined to ascertain whether new 
issues showed a tendency to break their 
any particular time 


of six 


offering prices at 
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interval following their origination, as 
well as to determine the extent to 
which the obligations depreciated in 
price. 
Issues Breaking Their Offering Prices 
Of the 288 issues studied, 227, or 
78.7 %, broke their offering prices within 
However, it is 
issues are 


the six-month period. 
obvious that convertible 
influenced by other forces, in addition 
to those which govern the price move- 
Deducting 
order to 


ments of ordinary bonds. 


convertible obligations in 
obtain a homogeneous group, it was 
found that 203 out of 256 noncon- 


vertible obligations, or 79.3%, broke 

‘As a general rule, most 
“seasoning” within the space of six months following 
the date of offer. By that time, in all but a few cases, 
he original distributing syndicate has been disbanded 
and the issue is left to fluctuate in price without being 


issues start to acquire 


accorded artificial support. 
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their offering prices within the <1, 
lated period. _ 

Considering amounts instead of nyp. 
ber of issues, $6,327,700,000, or 76.107 
of the sum total of $8,427,900,000 wor! 
of issues studied broke their offrin, 
prices. When the adjustment wa 
made for convertible obligations, ¢:. 
467,600,000, or 77.5%, out of a tota 
$7,057,000,000 declined below the ori: 
inal price. Chart I depicts graphics 
the proportion of the total number ap; 
amount of nonconvertible issues tha: 
broke the offering price. 

Further inquiry was made to deter. 
mine whether any particular type 
obligation acted adversely immediately 
afterissue. In other words, how do the 
market actions of new rail, utility and 
industrial obligations compare? |y 
general, an analysis shows that utilit 
issues acted best marketwise, althougt 
the rails and industrials followed c! 
in the order named. Relatively speat- 
ing, convertible issues presented 
best showing. It must be realized, 
however, that the comparison | 
entirely accurate since, as has been 
pointed out, convertible bonds ar 
fluenced by factors other than 
affecting ordinary obligations. 1! 
following table presents the data 
comparative form: 








Tasie | 
| | | Amount 
{ | | Breaking 
ln | Number | | Amount | | aes 
Type ‘ oe Breaking 
Issue | ee =) Offering | “” 
ssues Price — 
| 
| (000,000 
Conver- | 
tible | 32 | 24 75 .0/$1,370.9| $ 
Rail — ae 59 80.8) 1,905.3 
Utility -| 135 LOI 74.8) 3,073.5 
Industrial 48 43 89.6] 1,417.9 





This situation is set forth in Chai 
The dotted line represents th 
centage of the number of thos¢ 
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eir offering prices; the black The year 1932 seemingly presents a 
the bars denote the per- flat contradiction of the above state- 
f amounts. ment. In that year, only slightly more 
; been the experience of new than 33% of the total number and 

es in different years? To amount of issues broke their offering 
ent does a rising or declining prices. ‘This, however, can easily be 
market affect the prices of newly explained. The demoralized condition 
ecurities? The statistics gath- of the bond market hindered the 


m to indicate that the mortality —. 
heavy even in those periods 
ere is a strong and healthy PERCENTAGE OF ISSUES BREAKING OFFERING PRICES 
irket. Chart III compares the ee 
the bond market with the 
proportion of nonconvertible 
ies breaking their offering 
Comparisons both as to num- 
amount of issues are presented. ® 
¢ the years 1924-27, and again 
bond prices were rising. How- 
; to be noted that even in these 








substantial proportion of new jannmeliin Rail 
-e their offering prices within 
nth period. This leads to flotation of securities. Few obligations 

ion that the withdrawal of were issued and those were of the 
rwriting syndicate, even in a_ highest type, being largely good oper- 
nd market, generally results in ating utility issues. ‘There was a cau- 








pping below the levels at which tious approach to investment channels. 
ere initially supported. Great care was taken to set the proper 
y also be observed that in 1928, date of offer and to price the issue 
ney rates began to harden, all attractively. The placing of the major 
ies studied succumbed to the portion of these issues with individual 
f a declining bond market. and institutional investors was probably 
soon as underwriting support assured before formal offer. 
ved under unfavorable con- The statistics upon which Chart III 
price decline became inevitable. is based are as follows: 
lusion is also supported by ‘een th 
1931 statistics shown in Chart III. | 





Amount 
| Breaking 
y Amount | 
| Num- | anon va | Amour ‘| Offering | 
ae : Year | ber of | Offe. — | % | Price | 
1 issue originated in January or Decem- Issues| “price” | 
. . . -, ms } = 
> year, it is listed among the data for 
ee , : | | (000,000 omitted) | 
This is so, in spite of the fact that 
have broken its offering price in the 1 
This particular phase of the study 
ot entirely accurate. Nevertheless, 


| 14 | 78.6% 383 

| 160 | r | 8 3 482 

| 34 | 76.5 861 

are correct. |} 60 | . 73-9) 1,905 
ed area represents the minimum propor- | 
| 
J 


) 

imber or amount) not breaking the 44 3é 77-3) 1,130.3 
9 “ 2 6 ,00OS .3 

[he use of black and white areas . ‘ 178 ; 
. 78.: 


d by comparing 1924 and 1925. 


25 | s ( oO 608 
13 | 84.6 346.0} 


OC HIONDOAN 
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The statistics relative to convertible 
issues, according to year of issue, were 
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tion of the syndicate. It has 
estimated that the normal life of , 


CuartT III 
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YIELD ON 60 HIGH GRADE BONDS 
4 j \ 4 j 
| 
| IN 
° | PERCENTAGE OF ISSUES BREAKING OFFERING | 
PRICES ACCORDING TO YEAR OF ISSUE 
| 
A mount | 
68.7% 826% 680% 75.7% 00% 897% 64.1% | 92.9% ao 
) 1 
Ne mber | ; i] 
78.6 % 6.5% 13.9% 100%! | 77.3% | 90.6 % 
if TTT | a 
1] } 
| | 
| | 
| 
| | 
| 
| | 
| 
| | 
| 
| | 
| | | 
| | 
et - ss 
924 925 926 27 1928 1929 1930 1931 
not included in Chart III. They are, syndicates ranges from two t 


however, shown in Table ITI. 

Let us pursue our investigation fur- 
ther. So far, our study has shown that 
the majority of issues “‘break” their 
offering prices within a period of six 
months of the date of offering. The 
question now arises, Is there any par- 
ticular interval following the date of 
offering during which this occurs? 

Chart IV presents a time comparison 
showing that, of the 203 nonconvertible 
issues reviewed, approximately 69% 
‘“‘break”’ within three months. This is 
not surprising in view of the fact that 
this period represents the average dura- 


months. This belief is confirm: 
the fact that 37.4% of the 


studied “‘break”’ within that peri 


There is no doubt that a decline 


the bond market helps to shorten th 


interval between offer and “breaki: 
Many issues decline below their 


prices from three to six months alter 


the date of offer. It is a moot quest 


as to whether or not many of 
cases cannot be ascribed to the 
of the bond market rather thar 
removal of syndicate bids. As 
average life of a syndicate, as 


stated, is estimated to be less than th 








Wi 


e 
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explanation is a logical 


TaBLe III 


years, cases of overpricing in America 
have been frequent and flagrant enough 


Cuart IV 
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Number | Amount 


+ } 
Breaking | 
Offering | 

Price 


Amount 

Breaking 

Offering 
Price 


000 omitted) 





nparison by points is also in- 
Chart IV. It shows that 


+) 


imately 45% of those noncon- 


ssues breaking their offering 


not 
on 


show more than a 2% 


during the 


4 


six-month 


\bout 39% show a depreci- 
nging from 2144¢% to7%. The 
machinery of issuance and 
tion has often been c 
ground that our practice of 


prices of new 


I 


ably resulted in th 


1uUé 


ut top prices. 
lepreciation of new 


+ 


1SS 


e 


rit icized 


ues has 
investor 


To some extent, 


issues may 


o a declining bond market. 


part, however, is accounted 


the removal of syndicate bids 
r distribution of the issue to the 
No cause for complaint would 

price decline, in a normal 
Even in 


uli 


1 


be limited. 


where a free and 


natural 


nerally exists in an issue from 
{ offer, issues may decline as 


or 


fe. 


However, 


in 


recent 








5-6 Months 





3-4 Months 








Time Comparison Comparison 








to result in agitation for the copying of 
3ritish issuing practices. 
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Time Comparison Point Comparison 


Number | Number | Number | Number 
of } of | of ot 
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The material presented in Chart IV 
was examined further to find out 
whether any relationship existed be- 
tween the interval during which “break- 
ing’? occurred and the extent to which 
price depreciated. As far as could be 
determined, no such relationship exists. 
The fact that an issue breaks its 
offering price within a relatively long 
or short period following its offer does 
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not indicate that the price decline will 
be either large or small. It is to be 
noted that, as a general rule, the 
greater proportion of severe price de- 
clines takes place in those periods when 
the bond market is reactionary. 

The statistics included in Chart IV 
are shown in Table IV. 


Relative Merits of Issuing Houses 


The relative merits of the under- 
writing activities of investment bank- 
ing houses and bank security affiliates 
have long been the subject of contro- 
versy. It was not the purpose of this 
study to inquire as to the superiority 
of one type of organization over an- 
other. However, on the basis of the 
material gathered, underwriting experi- 
ence, as far as market action within the 
six-month period is concerned, seems to 
have been about the same. ‘There are 
both good and bad examples in each 
division. 

A comparison of small and large 
investment banking houses shows that 
the latter group generally has been 
more successful in issue operations. 
This is probably due, among other 
reasons, to the fact that these organi- 
zations display better judgment in 
pricing and timing of flotation than do 
their smaller contemporaries. Because 
of their wider clientele, they can also 
discriminate in favor of higher type 
securities. 

As far as individual issuing houses are 
concerned, it appears that those insti- 


tutions specializing in the issuance 
the highest grade securities set the bey 


record. ‘This is particularly true in th. 
case of one Philadelphia house special. A 
izing in the issuance of high-grad. , B 
obligations. f 
Conclusion 
The results of this investigatio, 


indicate that, as a general rule, it wou) 
be far more profitable for the averap, H] 
investor to purchase new issues after pe 
the process of initial “‘seasoning.” () Seas 
course, there are instances in which issue; 
go to a premium immediately following \siness 
the offering, but these cases are ¢! 
exception rather than the rule. Fur. 
thermore, it must be realized that if th 
demand for a particular issue | 
ceptionally keen, the average investo: 
finds it practically impossible to sec 
any substantial amount at the offering 9 concerne: 
price. Unfortunately, in these mes I 
the desired securities are concentrat 
in the hands of a few dealers who allot 
them to their favored customers. 
This study merely furnishes stat 
tical proof of a belief that has beer 
prevalent for many years. Of course 
if every individual declined to buy new 
issues, flotation of securities would be HM carly pa 
impossible. Nevertheless, under mportar 
present system of issuance and distr- 
bution, the tendency on the part of t 
public to avoid new issues has 4l- 
ready reached substantial proportions 
Eventually, it may result in a revision 
of American practices somewhat along 
British lines. 





A CHINA TRADER TURNS INVESTOR— 
A BIOGRAPHICAL CHAPTER IN AMERICAN 


have 


ntimes 


BUSINESS 


HISTORY 


By HENRIETTA M. LARSON 


is nothing more nearly 
anentin business than change. 
nal variations have been ob- 


time immemorial, and 


men have long been aware of 


which are called 
The longer-time 
been 
perhaps because 
more than one 
experience. Yet they are 
vith movements which at 
revolutionize business or- 
nd activity. One function 
history clearly is to search 
those long-time 


tuations 

Css cycle. 
not, 
nized, 


however, sO 


span 


illuminate 


f business in the past. 


t half of the nineteenth 


witnessed some major devel- 


ngure 


merchant, 


In the 
most 


\merican business. 


of the century the 
usiness in this country was 

and shipping. ‘The out- 
in that world was the 
like Astor and 


} 


who was trader, commission 


warehouseman and carrier, 


nd sometimes manufacturer, 


he capital and experience 
se merchants accumulated, 
th the introduction of ma- 


nufacture and the corporate 
organization, were important 


ol 


1T 


ne 


in bringing about changes 
ame significant in the second 
the century. Then Ameri- 


ness activity shifted to the 


‘nt and exploitation of the 


great inland. ‘The versatile merchant 
gave way to the specialized business 
Very often this specialist pro- 
vided only managerial ability and 
looked to a new of investors 
to provide him with capital. By the 
time of the Civil War the foreign 
merchant was little more than a 
memory. Such men the Vander- 
bilts, the Lawrences and Brown 
brothers, specialists in transportation, 
manufacture and banking, dominated 
the American business scene. 

Nothing so clearly reveals the nature 
and course of these developments and 
their conditioning factors as the lives 
of the business men who participated 
in them. This article 
with John Perkins Cushing, 
Boston’s famous China merchants of 
the early nineteenth century. His life 
neatly epitomizes the rise and decay 
of America’s commerce with the Far 
East and the transfer of capital from 
foreign trade to internal development. 
For the later period it illustrates the 
separation of ownership and manage- 
ment, with the concomitant rise of an 
investor class, and is closely bound up 
with the early development of American 
investment banking. Cushing’s career, 
moreover, illuminates the 
building that composite which we call 
American culture. As merchants had 
done from time immemorial, he trans- 
planted to his home something of what 
he had learned to know and to like ina 
foreign country. 


man. 


class 


as 


is concerned 


one oil 


process of 
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Merchant in Canton 
John Cushing was born in 1787. 
America was at that time at the re- 


nascence of her maritime activities, 
the introduction to the most glorious 
period in her history as a carrier and 
trader by sea. In 1785 the Empress of 
China, proud blazer of a new merchant 
trail, had returned from her momentous 
trip toCanton. ‘The first act passed by 
the new Federal Congress in 1789 was 
framed to protect American shipping. 
A year later Captain Gray returned 
from his trip around the globe which 
marked the beginning of the lucrative 
Northwest Coast fur trade with China. 
In the 1790’s, troubles in Europe began 
to divert European merchant ships from 
trade. Youthful America, therefore, 
had the wide world for its market. 
Circumstance led Cushing into trade. 
His was a _ generation which New 
England gave to shipping and foreign 
commerce as she later sent her sons into 
the greatinland. Cushing’s father was 
a sea captain, and the family lived for a 
time in a Carolina seaport. But when 
the parents died, the little boy John 
was taken charge of by his uncle, 
Thomas Handasyd Perkins of Boston.! 
This made it inevitable that Cushing 
should gointotrade. His grandmother 
was the intrepid Widow Perkins, who 
after the death of her husband had 
carried on his foreign mercantile busi- 
ness and had trained her sons, James 
and Thomas, for trade. When Cushing 
came to Boston those sons were already 
among its outstanding merchants. 
Cushing began business as a clerk in 
his uncles’ countingroom in Boston. 
At that time their affairs were under- 


1**Family Reminiscences” J. Elliot Cabot, an 
autobiography (Boston, 1904). This book, together 
with other material which has been very helpful, was 


loaned to the writer by Professor Philip Cabot. 
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going asignificant change. The Widoy 
Perkins had traded on the Nort! 
Atlantic. Her sons rode the crest r 
the Northwest Coast-China trade, B, 
1803 their business was so large tha; 
they established a branch house a 
Canton, the great entrepdot of trade with 
the Celestial Empire, and sent a residen: 
partner there. 

John Cushing, sixteen 
(trade caught the boys young then). 
accompanied the partner as 
This was to be in the nature of schooling 
for the boy. Thomas Handasyd Per. 
kins wrote John long letters enjoining 
him to give the strictest attention t 
business and to exert himself unre. 
mittingly to further the interests of his 
firm. Forencouragement, he was given 
a small sum with which to venture for 
himself. The boy was advised to read 
his Shakespeare diligently, lay off juve- 
nile pursuits, and not to dissipate as the 
young people about Boston were wont 
to do! 

Cushing and his superior had onl) 
just become established in Canton when 
in 1805 illness forced the latter t 
leave. There was no one but young 
Cushing to take charge of the Perkins 
affairs. On hearing of this, Thomas 
Handasyd became apprehensive. He 
urged on the boy that he had opportuni- 
ties and responsibilities ‘“‘such as few 
men ever met with.” Referring to his 
mother, the merchant-woman Widow 


years 


clerk.! 


?'The facts here given on Cushing’s career as 4 
merchant have been taken almost altogether tr 
T. H. Perkins Papers in the Massachusetts Historica 


Society and the Cushing Papers in Baker 
Harvard University; from the former, T. H 
letter books and letters, and a! 
account books of Perkins & Co. of Cantor 
Cushing Papers relate to Cushing’s trading 
from the time of his return to America 


journal, 


for the earliest years consist of a letter b 
miscellaneous account book. 

3On Cushing’s early stay in China I ha 
from the Perkins Papers. 








rkins records 
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Thomas Handasyd enjoined 
w to “let the sage councils of 
grandmother still vibrate on 


and let them sink deep in your 


t it seemed that young Cushing 
tify the uncle’s apprehensions. 
t write a word home. Then 
first season’s report and the 
» sent by Cushing. So satis- 
vas his work that he was im- 
y made resident manager and 
in Perkins & Company of 
he commission house estab- 
the Boston brothers to partici- 
: flourishing China trade. 
r headed Perkins & Company 
for over twenty years. 


est foreign trade houses in 


hinese Empire outside of the 


» East India Company. Per- 
mpany not only handled their 
le and many of the ventures in 
had shares but they also 


nsignments from others on 


n.4 How large a_ business 
in never be known, for it is 
to conclude that many of 
were 
fires which periodically : broke 
‘anton without showing ade- 
‘spect for the foreign factories. 


consumed 


their business was large can be 


not only from the profits 
nd his partners made but also 
- fact that the American trade 
very large and was 
only a few houses. The 


n Was 


yw this was done, in 1816 a Mon- 

a cargo of furs in a Perkins ship to 
ng was instructed to sell these, charg- 
n sales, and to invest the pro- 

ion, one-third in teas, one- 
ne-third in nankeens (cotton 

rn cargo was to be sold by the Per- 

1 a commission of 5%. They 


ve one-fourth of net sales for freight. 
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year Cushing went out to China, exports 
and imports in the American trade, 
registered in the customs house for 
Canton, each totaled over three mil- 
lion dollars. ‘There was a great slump 
during the War of 1812, but there- 
after the exports and imports shot up, 
passing ten and eight million, respec- 
tively, in 1819. The business of this 
year was not again equalled while 
Cushing was in Canton, but the trade 
continued to be large.® 

To succeed in Canton was no easy 
matter. ‘There was a maze of official 
regulations to be observed or circum- 
vented and a most erratic government 
to satisfy.6 There was competition 
on the part of the East India Company 
and other foreign traders. The actual 
trading was done through an association 
of native merchants, on whose members 
devolved the responsibility of seeing 
that the foreign devils in no way 
defrauded the Celestials.’ This or- 
ganization of the Hong merchants 
gave somewhat of a monopoly character 
to the trade. It took keen senses and 
some imagination to judge the quality 
of Chinese goods; the natives were 
especially clever at dressing up their 
poorer teas. As for the supply of 
Chinese goods, it was no easy matter to 
get information on which to estimate 
what the inscrutable Empire would 
bring to market. The supply and 
demand of the ships which came from 
the West were, moreover, hardly less 


of the 
(New 
History 


A Statistical Vieu 
‘nited States of America 
Haven, 1835), p. 252, and H. B. Morse, 
East India Company Trading with 
(Cambridge, 1926), Vol. IV, appendix. 

6 This is one of the burdens 
in his History of the East 
with China. 

7 They were called the security merchants, because 


5 See Timothy Pit 
Commerce of the lL 


of the China 


ld by Morse 


India Company 


of the tale t 


Trading 


each foreign trader had to have one of them guarantee 


that he would properly fulfill his obligations. 
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erratic in their changes than the winds 
which swept the China Sea. 

Cushing lived through several major 
changes in the China trade. At first 
the fur trade of the Northwest Coast of 
America, later helped by sandalwood 
from the Pacific islands, was the main- 
stay of the Americans in China. In 
1819 they began to carry considerable 
amounts of English woolens and cot- 
tons to Canton,’ and they were already 
then catering to the Chinese taste for 
opium. ‘The progress of the Industrial 
Revolution in the West gradually made 
it less profitable to send thither cottons 
from the Orient, and chinaware. For- 
tunately, however, this development 
was paralleled by an increase in the 
Occident’s taste for tea and its desire 
for luxury goods from China. 

The short-time fluctuations in west- 
ern supply and demand in Canton 
were obviously dificult to forecast. 
Of course the foreign trader received 
instructions from home and advice 
from correspondents about prices, the 
movement of ships, and their cargoes. 
But market information six months old 
was hardly reliable. By this, however, 
the Canton merchant was guided in 
selling the western goods and _ pur- 
chasing areturncargo. If an incoming 
cargo found a poor market in Canton, 
it might be held for a rise. Or if some 
other eastern market seemed better, the 
ship was dispatched thither. If Chi- 
nese cottons, silks, and teas did not 
promise well in the West, the ship 
might be sent to Manila for hemp or 
rice, or to the Dutch Islands for coffee 
or spices. It might even be wise to 
send no cargo to the West. In that 
event there was still the problem of 
disposing of the ship’s space and em- 
ploying balances in the East or arrang- 
ing the most profitable transfer home. 


$ See Pitkin, op. cit., p. 251. 


Indeed, Cushing was not oply 


| 
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wholesale buyer and seller of goods ond 


a commission merchant. He 


and sold ships; he bought and sold + 
use of ships or ship space. He ak. 
stored goods. He dealt in insuran,, 
And he was a banker, in that he traded 


in specie, in bills of exchange. 


credit, and kept accounts for his ; : 


} 


and 


tomers. In doing all this Cushing y 
however, only performing the 


commonly done by the intern 
merchants of his time. 


It is clear that only a man of exce! 


business judgment could survive 


Tinr 
ALL 


int 


Canton trade. Cushing is said t 
become the wealthiest and the 


highly respected merchant in Canto: 


Those of his letters, diaries, an 
papers which are extant give 
explanation of his success; they 
him as a most painstaking indi 
one who took infinite care in | 
the details of his business. M 


he was a first-class trader, and he wa 


] 
1 ¢ 
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good judge of the quality of goods. 0; 


this rested his reputation from the \ 
first. Never had the Perkinses, in t! 


words of Thomas Handasyd, been mor 


pleased with a cargo or seen tea 
good order as Cushing sent 


first season. The young merc! 
fame spread rapidly. ‘Thorndik 


3everly immediately sent him ¢ 
on commission, and the merch 
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Amsterdam thought he had taken “ 


leaf from the Dutchman’s Book. 

Cushing’s life in Canton gives 
ture of the general experience o! 
can merchants there. Like the 
in the distant factories of the Ha 
merchants in mediaeval Euroy 
foreigners in Canton could no 
wife and children with them 


Samuel Morison, Maritime History 
chusetts (Boston and New York, 1921), | 
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tions of the Chinese Govern- 
ishing had his own factory, a 
business and residence, in the 
iarter outside of the city wall. 
ved in comfort if not content- 

His immediate neighbors were 
r so Americans” and a 

ip of other foreigners. He 
traders who came to Can- 

as decidedly a man’s exist- 

It had variety enough of a kind, 
1s the variety of a city of 
e, of the coming and going 
buying and selling, and of 
business, which all merged 
lless routine of trade, year 


made an indelible imprint 
That city was a remark- 
It was one of the greatest 
the world; and there one 
adventurous spirits and 
f most diverse backgrounds. 
Chinese Canton, itself, was 
one of the richest cultures the 
ever known. 
became acquainted with 
Some of the Hong mer- 
hom he came to know well, 
riormen. One, Puankhequa, 
cially distinguished for his 
cholarship. He had a rare 
He entertained the foreigners 
utiful estate up the river, 
hinese art and taste and gift 
tainment could be seen at their 
Puankhequa’s place of business 
trange contrast to that which 
had known in Boston. A 
conference with him might 
heon in his factory and some 
in the striking garden 
| thereto. ‘There Puankhequa 
in showing his guest rare 


ish, and flowers, not to forget 


! merchants in Canton are given from time 
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his American turtles.'' Business was 
also leisure in Canton, aleisure touched 
with some of the finest elements of a 
splendid civilization. 

Houqua, the Chinese merchant who 
has come to be such a striking figure 
in Chinese-American mercantile lore, 
was a special friend of Cushing. ‘This 
venerable merchant was remarkable 
both for his character and wealth; 
he is said to have been worth $26,000,- 
000 in 1834.!* It is true that he aided 
and abetted the foreigners in smuggling 
opium into the Celestial Empire, but 
that is one of the contradictions one 
inds among the Hong merchants as 
well as among the good men from 
3oston who traded with them. 

But Canton was not a desirable 
place for a foreigner to spend his whole 
life. Besides the impossibility of estab- 
lishing a home in the foreign factory, 
there were ignorance, disease, and pov- 
erty to drive the foreigner away. 
Moreover, the climate was bad for an 
occidental. Nevertheless, Cushing be- 
came deeply attached to China, and he 
stayed there much longer than had at 
first been planned. But even he looked 
upon Canton only as a place to live 
until one could afford to retire.’ 
Herein perhaps lies one key to the 
breakdown of the American China 
trade; when the Americans could make 
a good living at home they were no 
longer interested in the Orient. ‘The 
immediate reason for Cushing’s de- 
parture from Canton was apparently 
the fact that his health necessitated 
his seeking a better climate. 

1 Bryant P. Tilden’s Journal, which is in the 
Peabody Museum at Salem, gives an excellent picture 
of Puankhequa and Houqua and of the American 
merchants’ contacts with Chinese life. 

12 Morse, op. cit., Vol. V, p. 328. 


13 From here on through the remainder of Cush- 
ing’s participation in trade, I have relied chiefly on the 
Cushing Papers and to a lesser extent on the Perkins 


Paper: 
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Cushing Retires from Trade 


In 1828, Cushing returned to Boston. 
He came back home worth over $600,- 
ooo, and, at the age of 41, still in the 
prime of his years. What should he do 
with his time and capital? Before 
Cushing had departed from Canton, 
Perkins & Company had been dis- 
solved, and young Thomas Forbes, 
also a nephew of the Perkinses, had 
been left to close the affairs of the firm. 
The logical thing would have been for 
Cushing to continue in the China trade 
from Boston. This he considered. <A 
reorganization was about to take place 
in the Boston Perkins firm, and T. H. 
Perkins wrote Cushing offering him 
‘“‘the Head of our Hong, from which the 
writer must soon retire nolens volens.’’'4 
Cushing was at first willing to join his 
30ston partners, but only on condition 
that he be left free of all work, that the 
capital be strictly limited to one million 
contributed equally by the three part- 
ners, and that the activities of the firm 
be confined to the China trade. He 
proposed that the Canton end of the 
business should be in the hands of a 
new house (with a working capital of 
$200,000 furnished by himself at 5% a 
year) to be managed by Forbes in 
return for a quarter share of the profits. 

Cushing planned, however, to con- 
tinue in the China trade to a limited 
extent by taking occasional ventures 
with Perkins & Company and some old 
friends, Bryant, Sturgis & Company, 
leaving his interests in Canton in the 
handsof Forbes. He accordingly wrote 
voluminous letters to Forbes giving 
instructions about what to purchase for 
him. During 1829 Cushing joined Per- 
kins and Cabot, and Bryant, Sturgis & 

14 Perkins’ Letterbooks, T. H. Perkins to Cushing, 
May 18, 1827. 


Company, in sending three ships t 
China, in which he took a quarter 
share. y 

These ventures are characteristic of 
the way in which foreign trade was they 
carriedon. Following the policy which 
merchants had adhered to for centuries 
the Boston merchants did not risk 3] 
their wealth in one bottom or even ris} 
owning all the goods in one ship 
They distributed their risks by taking 
shares in several ventures. The book. 
keeping and management were ther 
carried on by one or another of the 
group. In this particular case, Bryant. 
Sturgis & Company were the banker 
for the ventures; Cushing proceeded to 
England to supervise the buying of 
cargoes; and young Forbes was com- 
missioned to be their agent in Canton, 

Cushing decided to live in Europe 
In the summer of 1829 he crossed t 
England with the immediate object 
making purchases for the Margaret 
Forbes and the Bashaw, which were 
being sent via England to the East by 
himself, Perkins & Company, and Bry- 
ant, Sturgis, & Company. These boats 
were loaded in England with iron, 
English cloths, and opium. While in 
England, Cushing came to some impor- 
tant conclusions concerning the China 
trade. Since cotton and silks had come 
to be made cheaper in England and 
France than in China, teas would in the 
future have to be looked to as a return 
cargo to Europe and America. When 
tea exports were not excessive and 
Canton prices moderate, there was 
chance of profit. Thus he records 
revolution in trade. In view of t 
fact that the Orient is today experienc- 
ing a revolution in textile production 
which is supplanting western products 
in the East, it is interesting to reflect 
that a hundred years ago a similar 
change occurred in the West. 
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tea cargoes to be sent to Europe. 


fall Cushing sought a better 
in Europe. It is unlikely that 
| have stopped there long, for 
tt care a pin” about the 
but his stay was inter- 
i by the news of the death of 
Forbes in Canton. He promptly 
the Bashaw for China. His 
d object in going was to manage 
es of the Canton-bound cargoes 

after his own and the Perkins 
-m’s interests; moreover, he saw the 
sibility of making ‘“‘a cool 100” 


$100,000] by an expedition to France & 
’ and arranged with the Eng- 
rings and Amsterdam Hopes to 
t two leased ships to carry back 
argoes. But to his friend Sturgis 
nfided his homesickness for Canton 
nd the fact that he did not care much 
r “being amongst the good people of 
his hemisphere” among whom “‘I feel 
h a stranger now as I did when 


“n 


+ 


reached home.” 
\fter a voyage of over four months 


ishing landed in Canton late in 


Aug 1830. He remained there until 
March, 1831. During this time he 
eeded in selling a portion of the 


goods, though for much less 
he had expected. He observed 
‘re was too much competition 
West. He bought a con- 
lerable quantity of Chinese goods to 
ed to the United States for his 
wn use and for gifts. In addition he 
.de arrangements for his own interests 
Canton and for the purchase of the 
The 
cottons and silks in Canton 
| his earlier conclusions that 
could not compete with the 

stern product at home. 
After Cushing’s return to Boston in 
(531, he was determined to retire from 
iness. As has already been seen, 
t irst planned to continue employ- 


bib) 
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ing a part of his capital in trade by 
engaging in ventures with Perkins and 
Cabot, Bryant & Sturgis, and with 
Houqua, the Hong merchant. He con- 
tinued to do this, largely under his own 
direction, for a few years. But this 
involved much risk and some trouble. 
Finding excellent opportunities for in- 
vesting at home, he soon decided to 
withdraw his capital altogether from 
trade. This took several years, for 
goods moved slowly in the oriental 
trade. The rate of liquidation of Cush- 
ing’s mercantile capital is shown in the 
following table:'® 





Taste I. Tue Location or Cusuinc’s CAPITAL 
1832-1842 

, | Invested in Invested at 
Year | Foreign Trade H 

gn irade ome 

| 
1832 | $454,500 $ 356,149 
1833 266,210 670,658 
1834 432, 380 502,841 
1835 267,501 682,828 
1836 195,127 822,991 
1837 124,283 946,452 
1838 | 21,586 1,008,510 
1839 6,800 | 1,067,429 
1840 6,800 I ,090, 533 
1841 6,800 1,113,960 
1842 1,117,692 





A Country Gentleman 


As Cushing withdrew from trade he 
also withdrew from active participation 
in business. Soon after his return from 
China in 1831 he had married Louisa 
Gardiner, a young daughter of the 
rector of Trinity Church in Boston.’ 


% Cushing’s Account Book, Vol. II, January 1, 
1832—January 1, 1842. ‘The investment on January 
1, 1832 is typical: a one-third share in the voyage of 
one ship; a one-fourth in five; and tortoise shells, 
silks, and teas on six other ships. ‘The amounts are 
based on estimated values and do not correspond 
exactly with the figures given later in this article 
which were compiled from the Cushing-account ledger 
of Bryant, Sturgis & Company. 

TL, V. Briggs, History and Genealogy 
Family (Boston, 1927), Vol. I, p. 384 


f the Cabot 
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In 1834 they moved out from Boston to 
“Belmont,” an estate in Watertown 
now a part of Belmont, directly 
across from the Oakley Country Club). 
(he Canton merchant thereupon set- 
tled down to lead the life of a country 
gentleman. 

For the remaining 30 years of his life 

lived off his income from capital, 
spending close to $50,000 a year." 
His world became his estate, which he 
fashioned in accordance with the taste 
he had acquired on his stay in foreign 
countries. ‘The mansion, built by an 
English architect, contained marble 
from Italy, mahogany from Africa, 
and other woods from the Orient. 
It was furnished with the best that 
Boston and Europe could offer and with 
delicate Eastern furnishings which gave 
it an atmosphere of oriental luxury. 

Cushing seems never to have become 
an integral part of the Boston com- 
munity. He rarely left his estate. He 
was a generous giver—indeed, he be- 
came known for his charity (though he 
preferred to give anonymously)—and 
his home was a hospitable one. But 
Cushing lived his life almost apart 
even from his own family. In 1836 he 
wrote a friend: “‘I have become quite a 
farmer & find it affords me both oc- 
cupation & amusement.” His diary, 
which meticulously records the events 


of each day, shows that his estate 
continued to be his chief amusement 
and occupation during the remainder 
of his life.48 ‘There are given the details 


of each day’s work and comments 
which show that Cushing watched his 
fruit trees and flowers from season to 
season and year to year with the feeling 
of an artist and the interest of a 
scientist. 

17 According to drawings in his account books. 


18 His many-volumed diary is in the Bostor 


Athenaeum 
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As a gentleman farmer Cushing dre, = 
heavily on foreign sources. He jm e be 7 
ported Chinese hogs and cows (wh — 
gave little milk but were “beaysi oii 
animals”), goats, fowl, peacocks. doo: ransfer 
and the best cows obtainable in F; __ 

° which ( 


land. He loved fine horses. 4 “e 
specialties were, however, flowe- ie 
shrubs, and fruit and shade tree 
He became quite a student of bot, 

and of floriculture and arboriculty; noses me 
For years he imported annually onde 
dreds of rare plants, shrubs, and 
from Europe and the Orient." Ap 
the trees on his estate were 
beeches, gnarled old oaks, cypr 
magnificent tulip trees, camperd 
elms, and rare specimens of ginko fro oe 


tr 


Japan.” mar 
Cushing’s estate was considered t . 
finest around Boston, and his gar 
and conservatories became kn 
and wide. At times the publi 
admitted toviewthem. Thoseg 
were not the first of their kind 
Boston—the foreign merchants seen Thr 
to have had a special liking for trees a: ail 
flowers. A study of the histor 
landscape gardening in New Englar lmost ¢ 
might reveal, however, that Cushing: 
influence in promoting that 
was very real. But, unfortunat 
practically nothing remains of t Cushing’ 
estate today. Only here and ther ble cht 
among the hundreds of small residenc sible to o 
which now cover what was Cushing turning a 


19 Careful record was kept of these in his dar ae 
where they were listed by name and nu ' 
acquired. 

20 Further information on this interest of Cus cantile 
may be found in A. J. Downing, Treatise on the Theor a. 1 
and Practice of Landscape Gardening Adapted to No . " 
America (New York, 1357), pp. 55-5¢ ! 
Justin Winson (editor), Memorial History of Bost about 1 
Vol. IV (Boston, 1881), p. 633. Downing conta } 
a picture of Cushing’s mansion. Some t 
on Cushing’s estate had been planted by the! ai 
owner, another foreign merchant. 
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yne see a tree which may 
nged to that earlier time. 
illustrates not only the 
foreign capital but also the 
of foreign culture to New 
He brought to Boston— 
rding to his friend Sturgis, 
recognize a gentleman when 


*S 


ne and judged a man only by his 


not only wealth and luxurious 


lities but also something of the 
| the way of living which he had 


the East. At the 
in Cushing the 


know in 
see 
strange country and 
home a misfit. ‘There was 
uld do but retire to his 
his blooming acres. Cush- 
A Boston newspaper 
“fone of the most 
ive and modest of men 

the most opulent and public- 
of Massachusetts.’’”! 
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Banker and Investment Agent 


the thirty years after he 
m active participation in 
, Cushing spent an average of 


dollars a year. Yet 
which was about $800,000 


eginning of those years, tripled 


1 of his life. For this record, 
investment agent was prob- 
Hy responsible. It is impos- 

on with this study without 


iside to notice something of this 


situation 
Cushing’s 


and the 
into 


man 
him 


quidation of Cushing’s mer- 
ipital brought him face to 
the problem of investing it. 


mself, knew practically nothing 
investment 
his was complicated by the 


opportunities at 


aly Evening Transcript, April 14, 1862. 
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mercurial state of American business, 
which was undergoing fundamental 
changes at the time. And there were 
no specialized investment agencies to 
whom Cushing could turn, for invest- 
ment trusts, bankers, and managers 
had not yet appeared. 

In this dilemma Cushing turned to 
his friend, William Sturgis. Like Cush- 
ing, Sturgis was also a foreign mer- 
chant. He had started in a Boston 
counting house at 16, had gone to sea at 
18; and by the time he was 30 he had 
been captain, Indian diplomat, and 
trader in the Northwest Coast-China 
trade. Butin 1810 he settled in Boston 
as an importing and_ wholesaling 
merchant, and in 1812 became a partner 
in Bryant & Sturgis, which became one 
of America’s outstanding foreign mer- 
cantile concerns.” Bryant, Sturgis & 
Company continued in the China trade 
until in the late 1830’s, importing 
mainly teas in the later years. ‘The 
Opium War between England and 
China, 1840-42, put a stop to their 
trade, andin 1841 the firm was dissolved. 

The career of Bryant Sturgis gives 
an interesting contrast to that of 
Cushing. These men had remained 
at home, and they had, therefore, been 
able to follow closely developments in 
American business. Indeed, like Per- 
kins and other American merchants, 
they began early to invest a small part 
of their profits in developments in 
their own community. By the early 
1820’s they were interested in bank 
stock, and within a few years they were 
buying stock in insurance and manu- 
facturing companies to be held jointly 
for the partners. ‘This coincided with 


22 The source of the information about Sturgis is 
the Bryant & Sturgis Papers, Baker Library, Harvard 
University. These consist of letter books and 
account books covering most of the years of the 
firm’s existence. 
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the breaking down of the Northwest- 
Coast trade and the rise of corporations 
at home. 

The history of Bryant & Sturgis 
illustrates the change of the sedentary 
merchant into a specialist. While they 
were still merchants, they became in a 
real sense a private investment 
house, and when they retired from 
trade they formed a new partnership 
for the investment of their capital. 
They illustrate one of the main sources 
of our modern investment banking, a 
very large proportion of which had its 
origin in mercantile business. Except 
for themselves, however, the only per- 
sons for whom they acted were Cushing 
and a few relatives. Their purchases 
were made directly or through brokers, 
in New York mainly through Prime, 
Ward & King. 

3ryant & Sturgis were Cushing’s 
bankers from the time of the latter’s 
return from China in 1828 until shortly 
before his death.** They held his 
uninvested balances on which they paid 
him interest. ‘The account at the end 
of the successive years shows that 
balances ran into hundreds of thou- 
sands of dollars up to 1841, after which 
were relatively small. Bryant & 
paid Cushing’s bills from these 
balances. More important, they seem 
to have managed his investments. All 
the evidence which is available indicates 
that William chiefly re- 
sponsible for Cushing’s investments. 
He had the power of attorney to trans- 
act business for Cushing, and he gener- 
ally purchased for him of the same 
stocks which he purchased for himself. 
Only once Cushing mention in his 
that he suggested to Sturgis the 
certain stocks. A few 


very 


they 
Sturgis 


Sturgis was 


does 
diary 
purchase of 


23 Accordin 


ws acct 


g to the Bryant & Sturgis letter book and 
them, this relation ended on 
July 1, 1862. J. M. Forbes was their successor. 


int with 


times during the year Sturgis called o, 
Cushing to talk over business. Att the 
end of each year Cushing received 
report from Sturgis which he promptly 
copied, signed, and returned. Bry: ant 
& Sturgis received for their work , 
commission of 214% on annual income 

All our inlacmnatiae goes to show tha; 
William Sturgis was a man of unys 
business ability. He had rare judy. 
ment of the value of different inves: 
ments, and he kept his poise remarkably 
well in the face of the speculative waves 
that periodically swept the country 
His business principles were consery ‘- 
tive. Asa merchant he did not lik 
depend heavily on credit, wary he 
believed in a quick turnover with low 
profits. As a railroad director he be. 
lieved in staying out of debt and paying 
dividends only out of earnings; surplus 
earnings should be used in improving 
the road and reducing rates to stave of 
competition. 


1a! 


The Investment of Cushing’s Capita 


Fortunately it is possible to 
struct something of the process whereb ‘by 
Cushing’s capital was made to mult 
itself. The Bryant & Sturgis jour 
and letter books for a large portion 
those years, their Cushing ledgers 
1836-1861,"4 and annual summa 
of Cushing’s accounts are in Baker 
Library, Harvard University. From 
these it is possible to see how Cushing s 

capital was turned from trade into 
expanding business life within 
United States, and to watch the grow! 
of his fortune.*°® 

24 The first ledger is lost. 

2% For the remainder of this article I have ¢ 
heavily from a careful analysis of the Cushing 
1836-1851, made by Mr. William T. Baxter wit 
assistance of Miss Frances Carpenter. Mr 
is a chartered accountant of Edinburgh anc 
formerly Commonwealth Fellow in the Depart 
of Business History, Graduate Scho: 
Administration, Harvard University. 
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os’ investments seem to have The investments outside of New 

distributed in line with certain England constituted a very small por- 

principles. These were: (1) tion of the total. Emphasis on New 

tment in concerns with which England was in some measure due 

seis was personally acquainted; (2) to the fact that the investment mar- 

‘estment with a view to getting ket in the United States was, cer- 

-nings rather than speculative profits; tainly until the ’fifties, largely local. 

wide diversification. Sturgis could and did purchase securi- 

striking characteristic of the ities through New York brokers. But 

nts was that they were largely he apparently chose to deal principally 

Boston and its immediate with individuals or firms personally 

Loans on notes to indi- known to him or in whose development 

companies were almost ex- he had taken a part. Indeed, it was 

ively local. A few loans were made hardly necessary to go outside of New 

lividuals out West, but they were England, as that section of the country 

‘ntly natives of Boston. Real- was then one of the chief investment 
investments were also local. fields in the United States. 

were, however, slightly more A second striking characteristic of 

The first investment made Cushing’s investments is the almost 

New England was the pur- complete indifference they show to 

200 shares of the Atlantic speculation. The three outstanding 

Company of New York, fields of speculation in the United 

and shares of another States in those decades are noticeable 

insurance company were because of their absence: canals, west- 

the middle ’forties. From ern state and municipal bonds, and 

a total of 700 shares of the western lands.%* Indeed, investments 

of the United States was jin the West were avoided almost 

but these were sold in 1839. entirely. ‘There is, moreover, no evi- 

were bought 700 shares dence of buying and selling securities 

ink of Commerce, of New for the purpose of taking sepculative 

titution of more than local profits. Cushing’s investments at his 

The year 1839 also saw death were, with few exceptions, the 

irchase of railroad stock out- sum total of purchases made from year 

ew England. Shortly there- to year. The exceptions were appar- 

rest was acquired in several ently sold because they were not worth 

in the Mohawk Valley; in holding. On some of them consider- 

es in one New Jersey and two able losses were taken. The most 

ads; in 1846, in several striking illustration is the stock of the 

. coal roads; in1851,inthe second Bank of the United States, 

hia, Wilmington, & Baltimore; which was acquired between 1833 and 

Michigan Central; and late 1837. This was presumably purchased 

’s,in the Chicago, Burlington on Nicholas Biddle’s successful record 

The only non-New Eng- as a commercial banker and before he 


4 


nment bonds purchased were had come to stand as a sponsor of 


city bonds acquired in , 
, : ‘ : = 26 Two local canal projects and the New Orleans 
ederal loans of the Civi bonds were the only exceptions, and they stand on 


their merits. 
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questionable internal improvements A third characteristic of these inyeg, fs 
; x . manuiat 
and as a manipulator of the English ments was extensive diversificat; | Rael 
‘ . a: * 6.“ iiand 
cotton market. It is to the credit of This is indicated by Table II, am 
. . Was i1 
Sturgis that he sold these shares at Real estate was relatively unimpor EEE 
° JI cnaract 
$71,435.97, which meant a loss of but tant in Cushing’s investments; it cop. age 
$11,607.31, only a short time before sisted principally of his homeestate. 4 “Withi 
their market value collapsed. large part of the capital was always ;, rm 
. ; r loans to 
Taste Il. Cusninc’s INVESTMENTS IN THE UNITED STATES, nn i 
ac Notes | > | Manu- . TaBL! 
Cash a Bonds Insur- . Rail- 
, i d Per- | Bank | factur- Rea 
Year Bal- al | Se ance | cocks ' road E . ee 
ances oe ae Seocks | *™ | ain | Stocks | state 
Loans | Gov’t R.R Stocks | 
| | | 
35 ($318,876 $167,636 $36,990/$ 41,003|$149,204'$ 33,712/$ 37,7345 78s 
36 182,125) 193,636 65,202} 115,452) 181,654) 47,309] 90,913) 876.2 —_ 
1837 | 181,139) 251,636 79,744| 139,152] 216,404) 50,309] 90,913] 1,009, 29 
1838 192,515) 256,431 89,958) 139,152) 233,417] 54,854] 90,913) 1 24 
1539 169,298; 268,217 85,958} 81,979) 242,467) 127,866) 90,913) 1 702 
184 167,909) 209, 283 89,558) 139,711| 244,467) 152,184) 90,913) 1,094 
1841 76,298) 303,353 77,284) 139,711} 266,467) 193,941] 90,913) 1,147.97 
1542 96,149) 303,353/8 4,720 69 , 034) 139,711) 271, 467| pies 90,913) 1,18 4 
1843 9,258) 284,377) 24,953 51,034] 143,751] 280,267 333 897} 91,638) 1,118, 18 1846 
1844 13,243) 342,902) 24,953 39,116) 138,701] 284,567] 238,638) 82,647! 1, 164,77 oe 
1845 6,535) 341,220) 44,953 36,616) 149,701] 340,970) 239,435} 82,647) 1,242,084 1828 
1846 ), 876) 335,273) 44,953 35,146) 149,701) 367,470) 278,107) 82,647) 1, 303,17 18 
1847 5,738) 301,5 44,953 46,905] 149,7CI| 397,720] 321,593) 82,647) 1,350.7 184 
1848 4,691) 319,500] 23,240 49,009] 149,701| 417,720] 350,339] 82,647) 1,39 1841 
1849 10,094} 320,000} 24,920/842,450) 49,009] 149,701) 443,544) 324,789) 82,647) 1,456,157 1842 
1850 3,778) 390,750) 24,920} 25,000) 58,608 149,701 443,544] 363,074) 82,647) 1,542 1843 
1851 8,372) 306,550) 44,920] 30 », 684) 58,608) 149,701] 427,169] 392,023] 156,899) 1,574 1844 
i The figures are taken from annual balances for December 31 compiled under the direction of Mr. Willia xter from 1545 
the original Cushing account ledger of Bryant & Sturgis. The stock and real estate values are given at cost 154¢ 
. ‘ 9 ‘ a 848 
Cushing’s investments were, there- cash balances and loans to individual 4 
o . ° . ry | 1849 
fore, apparently made with a view to and companies on notes. ‘These loan: Be 
securing income from earnings. Stocks were generally made to run for severa 1851 
and bonds were purchased in concerns years, not infrequently as many 
which were meeting a developed need— seven. Judging by the names of 
railroads in unquestioned paths of com- borrowers, these funds may have gont  * Thea 
merce, industrials of good promise, and_ extensively into mercantile enterprises tne 


companies on a 
sound earning basis. It is interesting 
to note that, of the companies whose 
securities Cushing held at the time of 
his death, 4 out of the 6 banks are still 
existing, as are also about 20 of the 26 
New England manufacturing concerns, 
and almost all the railroads. The 
banks and railroads have been merged 
with others, but most of the textile 
factories stand under their old names. 


banks and insurance 


A considerable amount went to manl- 
facturing concerns, particularly in th 


later years. The relatively sma 
amount of bonds simply reflects 
fact that such borrowing by c 
rations was not at the time well deve 


oped. Common stocks occupied e 
most important place. As far as! 
have been able to ascertain, no pre 

The 


ferred stocks appear on the list. 
. . 4 ‘i ] ane 
growing importance of railroad a 
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facturing stocks (chiefly New panies, $7,326; of 16 manufactories, 
textiles), relative to others, $24,364; and 16 railroads, $34,950. 

keeping with the changing 

of New England economic 

se decades. The test of an investment lies finally 

, each group there was also_ in the income it brings and its long-run 

rable distribution. In1835,the value. Among the Cushing Papers is 

9 individuals averaged $22,905; an account book in Cushing’s own hand 


The Earnings of Cushing’s Investments 


Taste II]. PercentTaGe YIELDS FROM THE Various CLassEs OF CUSHING’S 
INVESTMENTS 





Fixed Interest Investments | Equities 





Common Stocks 
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ears for 1851 were repaid in 1852, and so the average should be higher. The figures for this table were obtained 
ition of income to capital for each class of investment. Owing to the fact that during many of the years the 

i, an artificial figure (the average of the book values at the beginning and end of the year) was used as the 
vested; the results cannot, therefore, be regarded as absolutely accurate, but they will serve to show 


res in 3 banks, $13,668; in 6 which contains what is apparently a 
companies, $5,248; and in copy of Bryant & Sturgis’ annual 
nufacturing concerns, $10,636. statement of his investments and 
the last year entered in Cush- income, and calculations made there- 

‘s summary account books, loans to from. ‘These record the average in- 
lividuals and companies averaged come from the property for the years 
bonds of 11 concerns, mostly 1833-58 as 7.282%. This was, of 
averaged $24,179; shares of course, outside of the estate and per- 

» $35,125; of 8 insurance com-_ sonal property which brought no money 





> 
wn 
x 


returns. A more realistic picture is 
gained, however, from a statement of 
the annual yield of the different types of 
assets. ‘Table III gives such a state- 
ment compiled from the individual 
items of income given in the Cushing 
account ledgers kept by Bryant & 


TasBLe IV. INveNnToRY oF CUSHING’S 


postage, and so on, ranged from $1 o 
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in the earlier years to about $3,000 
the capital neared its maximum. 


as 


Cush. 


ing’s personal drawings for living e;. 


penses, the purchase of books, trees 


and furniture, averaged, over the ye 
1836-51, $46,949, 


and 


ESTATE AS OF JULY 26, 1862 





Fixed Interest 
Securities 








Notes and personal loans 


Securities | 


Banks $ 204,260.00 
Manufacturing ' re 305,210.00 
Railroads -| $ 343,785.00 423,831.00 
Insurance ; 67,520.00 
Government bonds 109,522.00 
eS ——$—$____ 
| $ 453, 307. 00 $1,000, 821.00 
Real Estate | ee $ 176,600.00 
$1,122,520. 32 | $1, 577,408.08 
— ——— 
Private estates, ¢tc., valued at $ 109,000.00 


Furniture, ¢tc 


Grand total 


. This includes a sm all ¢ cash balance. 


Sturgis for the years 1836-1851. This 
table is noteworthy in that it gives 
precise and detailed information con- 
cerning a subject about which we know 
very little except in a general way. 

A large portion of the annual income 
was withdrawn for expenses. The an- 
nual expense of the account, consisting 
of the commission of Bryant & Sturgis, 


$ 669,213.32 


| Stocks and Real 


Estate 


Total 
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27,000.00 
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$ 13 


° | $2, 435 941 32 


$ 669,213 


3.32 


1.32 


higher in the succeeding years. 


Cushing’s new house. 


Table IV 


about three 


at $810,649. 


summarizes th 
of Cushing’s estate as appraised sh 
after his death in 1862. 


times the 
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A SURVEY OF 


ECONOMIC 


PLANNING 


By P. W. CONRAD 


pments Pointing toward 
Planned Economy 


be fairly stated at the out- 
there nothing new- 

d about the idea of a planned 
the nation’s economic life. 
ntrary, developments since 
ing of the industrial revo- 
steadily and unmis- 

ward such eventual 
A hundred and fifty years 
thought in terms of single 
The problem was simply 

h machine efficient. Fifty 
the scope had already enor- 
ncreased. We were no longer 
with the efficiency of the 
piece of machinery, but 
ole groups of machines in 
other. The factory 


at is 


some 


] 
wl 


each 
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itself was being thought of as a single 


functioning unit. Each device and 
process in the plant must be in mesh 
and attuned to each of the others like 
the moving parts of a smoothly running 
engine. Raw materials flowed in at 
one end, and the finished product 
emerged at the other. This was the 
ideal and accomplishment of “‘scien- 
tific management,” so-called. 

Nor did matters stop here. 
grouping machines in a factory and 
treating the factory as a unit it was 
but a step to grouping factories them- 
selves into various corporate organiza- 
tions and thinking and planning in 
terms of this yet larger corporation as 
a unit. 

Well before the beginning of the 
present century this latter step was 
already a commonplace, and yet an- 


From 
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other expansion in scale seemed im- 
minent. Clearly there was no reason 
why all of the corporations in a given 
industry should not in turn be grouped, 
and the entire industry planned and 
administered like a single functioning 
machine. 

On the basis of this steady expansion 
in the scope of planning and control, no 
unduly vivid imagination was needed 
to foresee a day when the 
industries themselves would be ordered 
in efficient relation to each other and 
the entire national economy planned 
and controlled as had previously been 
done for smaller units. ‘The whole line 
of industrial march pointed straight to- 
ward precisely that situation. 

But when it came to treating whole 
industries as a unit, a hitch occurred. 
The nation, rightly or wrongly, began 
to distrust such concentration of con- 
trolin afew hands. The threat of evil 
seemed to many people greater than 
did the promise of good. Antitrust 
legislation halted the march of expan- 
sion in scale or, where it failed to halt 
it, at least drove it into underground 
devious channels. We cast our 
vote for competition among several 
units in each industry, rather than 
their combination into a single great 
organization. And for more than forty 
years our industrial life thrashed out its 
problems on the basis of that decision. 

For some forty years economic affairs 
moved on the whole so satisfactorily 
that we forgot we had voted, and a 
generation arose that was unaware that 
such a question had ever been raised. 

It was at this point that the matter 


and 


stood in 1929. It stands substan- 
tially at this point today. But in 
the intervening four years the planners 
have moved the previous question. 
We have been reminded of that old 
vote. In essence the proposals for 


© > | 
nations. 


planned national economy are simply 
proposals that we resume the previoy, 
line of march where we deliberately 
broke it off many years ago. We an 
asked to consider the possibility thay 
when we thought we were Voting for 
laissez faire—for a policy of “hands of 
natural developments”—we were x. 
tually indulging in unwarranted an 
unwise interference with the natur,| 
progress of events. Possibly, they sup. 
gest, we undertook to dam a bigger 
and more inexorable river than yw 
realized. Is it not conceivable tha 


well-being, the waters were in fac 
piling up silently behind the obstruc. 
tion, and that 1929 merely marked ; 
final accumulation of pressure that 
swept the dam away? 

Approached in this way, planning 
loses any dubious glitter of novelty. |t 
must be dealt with not as a sudden 
and revolutionary notion, but as one 
more step in a well-defined and per. 
sistent evolutionary trend. The su¢- 
denness lay not in the thing. It was 
we who suddenly became aware again 
of the issue we complacently assume 
we had disposed of once for all. To be 
sure, many of those who have recent); 
been loudest in urging it upon us have 
themselves only recently become cor 
vinced of the necessity of economi 
planning. But there are others wh 
have held that view for some years 
During the past decade a small but 
increasing group of economic thinkers 
has been quietly building up a body 
facts and hypotheses all pointing in the 
same direction—a direction diamet: 
rically opposite to the one in whic? 
events seemed to be moving. In th 
light of those facts it seemed 
these economists that we were mol 
ing toward trouble. But so long 4 
events moved smoothly their obser’* 
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ns went largely unheeded. Only 
sr trouble had developed on the 
‘and scale did they begin to gain an 
ative hearing, and a sudden multi- 
f new disciples. 
Since the facts and interpretations 
built up by that group served as a 
leus around which have crystallized 
1] the new planning proposals, 
may be well to indicate briefly what 
se beliefs are, and on what they 


' } 
| 

re Na 

re UasCu. 


Demand for Redistribution of Income 


The core of their position is a demand 
for the redistribution of wealth. This 
in itself is nothing new, of course. 
Political minorities have been urging 

same thing for years, but their 
for it have been largely 
or sentimental. This new eco- 

! group approaches it, on the con- 
trary, as a matter not of sentiment but 
tern necessity—of sheer self-pres- 
ervation. ‘The capitalist economic sys- 
has admittedly developed an 
lleled capacity to produce goods. 


rf 
? meé 5 
alpullicii 


But in so doing it has, they point out, 
developed a vital weakness in another 
direction. It has failed to realize that 
he mere capacity to produce is useless 
unless accompanied by an equal capac- 


the part of the ultimate con- 
to purchase the goods and 
Any economic system, 
in balance, must provide both 
goods and the ability to buy them. 
this balance is the condition of pros- 
perity. The present crisis, in their 
opinion, is caused by the increasing 
of the capitalist system to 
the public power to purchase 
goods it produces in increasing 
his new emphasis on the 
1 element in the scheme of balance 
has resulted in the group being referred 
‘ purchasing-power school.” 


me them. 


profusion. 
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In their view wealth exists only as 
purchasing power. Itis,inother words, 
not static but dynamic. It is only 
actual if it is actually used to buy goods 
for consumption in the satisfaction of 
human needs and desires. ‘Their re- 
distribution of wealth is really a re- 
distribution of income or purchasing 
power. Without some such deliberate 
restoring of balance it is only a matter 
of time until the present system will 
throw itself so completely off center 
that there will be no possibility of 
righting it. ‘The whole mechanism will 
crack up under the strain. 

In support of this contention there 
is marshalled a formidable array of 
evidence in the form of certain sharply 
defined trends observable within the 
economic structure over the past several 
decades. In particular they stress the 
steady and startling increase in savings, 
the rise of the long-term debt in 
proportion toincome, the rapid mecha- 
nization of industry with consequent 
diminution of the part played by labor 
as a factor in production, and the 
increasingly narrow concentration of 
wealth and purchasing power in the 
hands of a smaller and smaller percent- 
age of the population. 

A moment’s consideration shows how 
directly each of these tendencies would 
operate to diminish the effective pur- 
chasing power in the hands of con- 
sumers. Savings, whether in the form 
of bank deposits, insurance, long-term 
bonds, or stocks, represent in the main 
money withdrawn from current con- 
sumption and fixed in the form of new 
productive plant capacity. The 
placement of laborers by machinery is 
simply another aspect of the same proc- 
ess whereby less and less goes into the 
laborer’s pocket to be spent at once for 
consumption goods, and more and more 
is paid out as dividends or interest, 


dis- 
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with the strong presumption that much 
of it will be reinvested in yet more 
plant and equipment rather than cur- 
rently spent to buy the output of exist- 
ing plants. For it seems reasonably 
clear that if a hundred laborers each 
get a thousand dollars a year, far more 
of it will be spent for consumption 
goods than if the whole $100,000 were 
paid out as dividends to a single, already 
wealthy individual. The individual’s 
capacity to consume goods currently is 
relatively limited. Above that limit 
he has no choice save to reinvest in 
new plant to add to the already existing 
overcapacity and thus destroy still 
further the balance between production 
and consumption. 

It is this that constitutes the danger 
these economists see in the increasing 
maldistribution of income and _ pur- 
chasing power, by concentration in 
fewer and fewer hands. The present 
crisis represents simply the culmination 
of trends which have been visible but 
largely unnoticed fora longtime. But 
because all these effects have been 
cumulative and result from evils which 
grow in magnitude the longer they go 
on, this crisis is not merely worse in 
degree than previous ones—it is an 
entirely different kind of crisis. It 
is a culmination, an approach to the 
breaking-point for the whole system. 
Therein—so runs the argument—lies 
the necessity for deliberately stepping 
in with planned controls for rectifying 
these tendencies. ‘The present system, 
they point out, has given unmistakable 
warning that if allowed to function any 
longer, unregulated, it will destroy 
itself and us with it. 

Not all the adherents of the pur- 
chasing-power doctrine agree fully as 
to the details of the argument as thus 
briefly stated, of course. They differ 
in emphasis on the various factors 


involved and in the degree of urgency 
they see in the situation. But +, 
above statement may be regarded a; 
fair composite photograph, so to speak 


of the economic analysis and point 


view from which the bulk of presep; 


planning proposals stem. It yw 


practical importance has attached t 


during recent months as it becam 
evident that the Roosevelt Administr:. 
tion was basing its recovery measures 
almost entirely upon this same inter. 
pretation of our economic ills. We fing 
ourselves, in brief, faced no longer by 
an hypothesis, but by its translation 
into nation-wide activity of a concrete 
nature backed by the immense re- 


sources and prestige of the Federa 


Government, and calculated to affect 


vitally every one of us. 


warrant close attention on that ground 
alone. But an even greater and very 


Nor is this purely a_ temporary 


emergency development. ‘The immedi- 
ate activity of the NRA, AAA and other 
divisions, may be regarded as esser- 
tially transient measures aimed simply 
to stimulate recovery from this depres 
sion. But beyond this short-term 
effort the Administration is pledged 
further to attempt permanent regu- 


lation and stabilization of industry 


The longer-term objective may 
found to demand different measures, 
but we can reasonably assume that the 


philosophy behind it will be much th 
same. 


Weakness of Purchasing-power The 
: § 


Since, therefore, there is every 1nd! 
cation that whatever definite steps 


toward economic planning are tax 


in the near future will be dictated 
considerable degree by this particulal 


° ° hrief 
doctrine, it may be well to note Drier! 


the points of possible weakness 
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raised against the purchasing- 


as we have observed, on 
nds in savings, debt, mech- 
industry with resultant 

al unemployment, and con- 
f great wealth in few 
tending to diminish buying 
nption goods. ‘There is strong 
f the existence of these trends, 
ilso exists considerable ques- 
precisely how fast they have 


t é 
ne. and therefore whether so 


portance should be attached 
as this group asserts. The 
ost of these points are farfrom 
often discontinuous, and in 
amount to positive proof. 

e cumulative total of savings 
eased steadily, but it is doubtful 
the percentage of yearly in- 
t is being saved has risen also. 
r, many authorities claim that 
even when devoted to plant 
truction, eventually find their way 
nsumption spending. ‘The same 
claimed, in part at least, for 
nterest charges on debt, which, 
lefinitely rising, do not appear yet 
nstitute any unbearable burden. 
lency of machines to displace 
hile marked in certain produc- 
lustries, has scarcely touched 
nd there is good evidence 
of the workers so displaced 
n quickly absorbed into other 
tably the services of distribu- 

\s to the concentration of wealth, 
nstrably very great; in 1929 
of the population 
20% of the total 
income. But there exist no 
prove conclusively how fast 
langing, or whether in fact 
nged at all in the past 30 


thiest 2% 


cad ( 


(ting over 


' ; 
ibsence of proof as to the 


magnitude and speed of these trends 
should not be taken as discrediting the 
purchasing-power doctrine. But it 
does counsel caution against its too 
full and immediate acceptance as an 
established fact. It raises reasonable 
doubt as to how far we are justified 
in declaring that the sapping away of 
purchasing power through the channels 
named is the sole, or even the major, 
cause of our troubles, and that only 
quick action to correct these tendencies 
will prevent swift and complete collapse 
of the system. Severe as this depres- 
sion is, we may well hesitate to brand it 
as signalling the breakdown of capitalist 
economy when we realize that a similar 
belief has made its appearance during 
substantially every depression during 
the last hundred years. Each has also 
seemed different, cataclysmic, and final 
to those who were experiencing it. 
Each has seemed to signal the imme- 
diate breakdown of the system. Even 
the detailed arguments have a star- 
tlingly reminiscent air when we note 
that fifty years ago economists in 
England were denouncing the industrial 
system, free competition, anarchy of 
overproduction and uncontrolled tech- 
nological change. ‘They declared that 
unless the state intervened civilization 
would perish, and proposed that prices 
be restored by inflating the currency, 
that production be controlled by law, 
work spread by limiting hours, and that 
the government redistribute wealth and 
income! Time and again we have 
proved ourselves utterly unable to see 
how the system could recover, without 
drastic revision, or to imagine it devel- 
oping or expanding in the future. 
Yet obviously it has each time not only 
recovered but gone on to better its 
performance a hundred fold. ‘The rec- 
ord seems to justify a lively scepticism 
when today we hear the familiar old 
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jeremiads voiced again in the con- 
temporary valley. 

But although the history of depres- 
sions seems to warrant this scepticism, 
and although it has become our na- 
tional habit (except in depressions) 
to assume unquestioningly that it is our 
national destiny to go on expanding 
forever through greater and greater 
cycles of material prosperity, this com- 
fortable optimism is today perhaps 
less justified and more perilous than 
ever before. The mere fact that an 
individual has recovered from two 
attacks of pneumonia scarcely proves 
that he might not die of a third and 
even more violent one. That these 
periodic swings from prosperity to 
paralysis are in fact becoming steadily 
more violent is no longer open to 
question. It is equally certain that 
there exists a definite limit to the 
ability of the social and political struc- 
ture to endure such violent changes 
without cracking. Given these cir- 
cumstances, the plainest common sense 
tells us that mere optimism will not 
forever save us. 

Unfortunately common sense is, how- 
ever, of but little help in telling us what 
will save us. Until we know precisely 
what is happening to us and why, we 
cannot hope to work out effective 
means of salvation. For that there is 
needed a more intimate and authorita- 
tive understanding of the working of 
the economic system than even our 
most assiduous economists seem yet to 
have acquired. ‘There have been theo- 
ries a plenty. Of these the purchasing- 
power group has appeared to come 
closest to providing an intelligible ex- 
planation of the trouble and the most 
persuasive suggestions for remedy. 
But even in this theory we have noted 
some distinct weaknesses. ‘The results 
of present governmental experiments 


along that line will at least provide y, 
with increasingly adequate bases {o, 
judgment. 


Our National Economy—a System anj 


Not a Jumble 


But in the meantime there ha 
appeared from quite a different quarter 
a far more complete and convincing 
picture of the workings of the capitalistic 
system than any of the economists 
have succeeded in giving us. Mr. 
Bassett Jones’ recently published study 
of the operating characteristics of our 
national economic machine is a per. 
formance of a new order.' Although 
working quite independently of the 
purchasing-power group, and with a 
methodology vastly different, his find- 
ings support theirs in such important 
respects and throw light on so many 
of their points of greatest weakness that 
it will be useful to summarize briefly 
his results. 

The work is characterized by a preci- 
sion and objectivity new in the field 
of economics. Mr. Jones, an engineer 
and mathematician, not an economist, 
has charted the operating character 
istics of our economic system for the 
past 130 years, exactly as any engineer 
might record the performance oi 4 
machine. Hereduced to graphic curves 
the best statistical data available a 
to capital claims on investment, phys 
ical output of individual industries, an¢ 
total physical output of the system 
Mathematical analysis of these curves 
revealed definite and significant rel 
tionships between them. ‘Theeconomit 
system over this period conformed wit! 
surprising precision to definite growl 
patterns. Over-all expansion proceeceé 
at an accelerating rate up to 19I/, 
thereafter at a declining rate. Tha! 





1 Debt and Production. New York: John Day © 
1933. 
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vear marked the turning point in the 
jevelopment of the capitalistic system. 

Mr. Jo nes points out that the early 
ate of growth could not possibly have 
been long maintained physically.) The 
urves indicate a virtually complete 
-essation of growth for the system as a 
whole by around 1950. Significantly 
enough this coincides closely with the 
jate when population curves forecast 
for this country a virtually stationary 
opulation. The tendency of long-term 
profits to coincide closely, percentage- 
wise, with the long-term rate of popula- 
tion growth has been observed before. 

This study further reveals that up to 
ig11 capital claims upon physical out- 
put increased constantly at the same 
rate that physical output was growing. 
Whenever this one-to-one relationship 
was exceeded, a depression followed, 
with the effect of scaling down capital 
claims to the one-to-one ratio again. 

But when in I911 capital claims 
more to outstrip rate of 
increase in Output, no corresponding 
correction took place. For eighteen 
years the spread continued to widen. 
Not until 1929 « did the scaling-down 
process set in. By that time capital 
investment was nearly six times as 
as it should have been according 
Mr. Jones attributes this 

Enormous reserves had 

accumulated within the system 
' which capital claims could be 

a time, when output proved 
ient. Also an enormous expan- 

1 of credit took place, enabling us to 
seem, at least, to meet capital claims 
by borrowing against future output. 
By 1929 this illusory recourse to burn- 
ing its own smoke, so to speak, had 
been exhausted by the system. The 

ng-down to actuality then became 
evitable. It was bound to be un- 
Precedentedly severe because of the 


Devgan once 


reat 
the norm. 


»causes. 


abnormal degree to which the ratio had 
meanwhile become distorted. 

The importance of all this from the 
point of view of economic planning 
scarcely needs to be pointed out. 
It indicates beyond reasonable doubt 
that our national economy is in truth 
a system, essentially orderly in its 
structure, and not, as we had begun to 
fear, merely a jumble of accidental and 
unrelated phenomena. With this as- 
surance we can be confident of our 
eventual ability to grasp the essential 
relationships and establish controls to 
ensure a smooth performance in the 
future, according to its own internal 
laws of functioning. Its past periodic 
breakdowns have resulted not from 
imperfection in the system, but from 
our own ignorant and unthinking at- 
tempts to force from it a type of per- 
formance for which it is unsuited. 

The close kinship of these conclusions 
specifically with those of the purchasing- 
power group is equally clear. Each 
attributes our current troubles to dis- 
proportionate piling up of capital in- 
vestment and capital claims, as against 
consumption claims. Each attributes 
to the present crisis a different order of 
magnitude and significance than pre- 
vious ones. Both conclude that de- 
liberate control to prevent recurrences 
of such distortion is both imperative 
and feasible. The great value of Mr. 
Jones’ contribution lies in the supe- 
rior anatomical conclusiveness with 
which he has been able to invest his 
demonstration. 


Modes of Attack against Present Crists 
Armed with the new criteria supplied 
us by this engineer-economist we may 
now profitably return to consider in 
their light the different modes of 
procedure recommended by the various 
advocates of economic planning. 
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These proposed modes of attack fall 
into three main groups—financial, in- 
dustrial, and functional. The first be- 
lieves that recovery and stabilization 
can be effected purely by manipulation 
of currency and credit. The second, 
in which the purchasing-power group 
is dominant, holds that financial means 
will not suffice unless there is in addition 
a definite government supervision over 
industrial processes themselves. The 
functional, or engineering, attack differs 
from the other two in the extreme 
degree to which it believes the existing 
system must be remodeled if planned 
controls are to function successfully. 

It is obvious that present recovery 
measures of the Administration are an 
attempt to combine the first two lines 
of attack. On the financial side exces- 
sive capital claims are to be scaled 
down by manipulating the gold content 
of the dollar. On the industrial side 
the regulation of unfair competition 
aims, by widening the profit margin, 
to permit payment of higher wages. 
Both measures are directed to restoring 
the buying power of consumers. They 
are supplemented by a program of 
federal spending on construction proj- 
ects and by a system of taxes which 
siphon wealth from those with high 
incomes to those whose incomes have 
diminished or disappeared. From the 
point of view of Mr. Jones’ analysis 
these would be considered steps in the 
right direction, so far as they go. But 
they would probably not be considered 
as going far enough. In fact, in this 
matter of how radical the controls must 
be in order to operate successfully, Mr. 
Jones undoubtedly stands far closer to 
the engineering than to the other two 
groups. 

The strictly functional economy ad- 
vocated by the third group or engineers, 
is, in effect, the ultimate and extreme 


condition toward which all Planning 
proposals tend to move in more or leg 
moderate degree. To the engineerin, 
mind our present economic system 
with its laissez faire, hit-or-miss, trial 
and-error procedure is inefficient and 
wasteful to the point of utter ab. 
surdity. Instead of moving smoothly 
forward with its work, it advances by 
clumsy lunges. Production and dj. 
tribution processes which are intimately 
dependent on each other for smooth 
functioning are set up without reference 
to each other and administered a; 
independently as though they were op 
separate planets. The whole is sup- 
posed to be regulated by a financial 
mechanism which, however, bears nc 
ascertainable relation to the physical 
processes it pretends to regulate. T. 
them the surprising thing is not that 
this heterogeneous contraption breaks 
down, but rather that it has ever 
succeeded in working at all. 

It was the engineering mind that 
produced the steady advance to control 
of larger and larger units which, as 
we have seen, characterized the prog- 
ress of the industrial revolution up t 
some forty yearsago. Naturally, there- 
fore, it is the engineers who today 
advocate most strongly the most radica 
steps toward the resumption of that 
progress. Control, to an engineer, 1s 
no control at all unless it is complete 
To them, therefore, the only reasonable 
move seems an immediate recourse t 
planned economy in its fullest sense, 
and on a nation-wide scale. 


Need for Centralized Control 


The project involves an absolute 
centralized control in the hands 0! 
technicians. Production and distribu- 
tion of goods would be planned ane 
administered as for a single enormous 
factory, with the standard of living 
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nly by the technical efficiency 

srocess, and technical advance in 

.diusted to the maximum rate of 

which the social structure could 

[his emphasis on functional 

would result in each better- 

being passed on immediately to 

hole population rather than, as at 

nt, diverted to the economic and 
.dvantage of a favored few. 

problem of maintaining pur- 

power would be handled by 

1g the money to buy goods directly 

he process which produced them. 

Production, in other words, would 

generate its own purchasing power in 

isely the quantities needed to ab- 

tne goods produced. 

[he picture of so orderly a state of 

fairs has unquestionable charm. Un- 

btedly also it is toward some such 

ndition that the long-range tide of 

; moving us. Industrialism 

means increasing complexity and inter- 

ndence of people and of processes. 

turn necessitates an ever- 

easing degree of control over each 

the factors which thus increasingly 

our lives at every point. But 

we did not have so freshly 

ore us the spectacle of the flies which 

oviet Russia has been undeniably 

finding in a similar ointment, we should 

instinctively that this proposal 

epresents a more drastic change than 

will undertake suddenly unless 

' events leaves them no 


+ ' 
ents 1S 


hat in 


s yet no such pressure has developed 


country. Harsh as the depres- 

ion has been, and violently as it has 
taken our minds from many of their 
/ assurances, the nation is yet in no 
| to rush to ultimate steps until 
exhausted the possibilities 
adjustments of a more 
Within the planning 
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ierate nature. 
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area we are already committed to 
experimental changes which four years 
ago we would have regarded as wildly 
radical. Time and events have altered 
our perspective. They will undoubt- 
edly continue to do so. But our 
adoption of planned controls will, so 
far as our wishes are consulted, con- 
tinue to be a gradual affair, an advance 
pushed forward by cautious install- 
ments and within the existing social 
and economic framework, rather than 
by a wholesale sweeping away of the 
old order to make place for a completely 
new scheme of things. Whole nations 
cannot readily or swiftly be schooled 
in new ways of thinking and doing. 


Decline in Expansion of Capitalist 
System 


But though the pressures which are 
forcing us forward into this area of 
national economic planning do not 
yet seem to demand a revolutionary 
pace, we would do well not to under- 
estimate them. ‘The capitalist system 
is not dead, but it has definitely 
entered a new phase, and its conduct 
already begins to be radically different 
from what we have known. We do not 
know exactly how much longer we have 
before expansion in this system will 
have completely ceased, but we know 
it is ceasing. And we have every 
reason to believe that the rate at which 
this slowing down occurs will prove of 
critical importance to us, for that rate 
will in turn almost certainly dictate the 
rate at which we will be forced to move 
toward a fully planned economy. It 
will do this by gradually weakening the 
mainspring of capitalist enterprise— 
the profit motive. We have only re- 
cently begun to suspect how completely 
capitalism has depended, for its suc- 
cess, upon continuous over-all expan- 
sion of the system. Mention has 
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already been made here of the signifi- 
cant correlation, within the system, 
between rates of increase in population, 
physical output, and profits. This cor- 
relation is too close to be accidental. 
The work of Mr. Jones indicates this 
with a completeness amounting to 
proof. Consequently, with population 
and output curves tapering off to a zero 
rate of growth, we have good reason to 
expect that profits for the system as a 
whole will also tend to disappear. 
They have been, in other words, purely 
a function of expansion of the system. 
When the expansion ceases, the phe- 
nomenon of profits will cease also. 

At first glance this may seem unthink- 
able, so habituated are we to the 
concept of compound interest, of money 
making more money almost automati- 
cally. And our assumption is not 
unnatural. The compounding of inter- 
est or profits upon invested capital has 
been an outstanding feature of the 
capitalist system over virtually the 
whole period during which the laws 
(so-called) of economics were being 
formulated. It is not surprising there- 
fore that the profit return from invest- 
ment should have gained uncritical 
acceptance as a sort of eternal verity, 
rather than as a temporary accom- 
paniment of a certain phase in capital- 
istic development, destined to disappear 
when that phase was past. Yet evi- 
dence that the latter is the case appears 
too strong toignore. Itis not sure, but 
it is highly probable. J. M. Keynes, 
arriving at the question from quite a 
different angle, has predicted zero inter- 
est within a generation. 

If in fact profits do diminish as 
expansion ceases, it is clear why the 
rate at which this happens will dictate 
how fast we must accomplish our transi- 
tion to a planned economy. For with 
profits will disappear the entire motiva- 


tion of the existing system. Some 
substitute must be found and adopted 
at the same speed that the other 
disintegrates, unless we are to lapse 
intocompletechaos. Planned economy 
is the only really promising substitute 
in sight. 

It should be clearly understood thar 
the foregoing refers purely to profits 
of the system as a whole. Conceivably 
even after these had ceased, profits 
would still be possible for an individua| 
within the system. The point is that 
such a profit could then only be made at 
the expense of some other individual. 
For each gain there would be an off- 
setting loss, and consequently no net 
gain for the system as a whole. Under 
such circumstances profits cease to 
operate in any way for the genera! 
welfare. They would become simply 
an exercise of the predatory instinct 
with no socially valuable by-product 
as at present. Having no longer 
social justification, their usefulness as a 
motivating force would disappear. 


Preparation for Planned Economy 


It remains then to be seen how fast 
we must learn to plan our economy, 
instead of guessing and trusting 
expansion to cover up our mistakes. 
We can take some comfort in the 
philosophic reflection that changes 
this magnitude seldom occur suddenly 
in nature. Her pace is evolutionary 
rather than revolutionary, and allows 
reasonable time to adjust to new cond! 
tions. International factors will un 
questionably have the effect of slowing 
down the rate of the change. A larg’ 
part of the world is still in tne expansion 
stage of industrial development ane 
will be for some time to come. Inter- 
action between such areas and our own 
diminishing growth will tend to mit- 
gate the effects of the latter. 
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it no dearth of statistics. 


We know in exhaustive 
is going on in parts of the 
t over-all measures, and 
physical measures, of the 
whole are woefully inade- 
itis these aggregate barom- 
will be fundamental to 
a national scale, or indeed 
1uging with any accuracy 


fast the need for such planning is 


amassing of these aggregate 
neasures will require the 
‘ederal Government. For- 
tely this Administration is favor- 


and I 


1 
+ the 
f the |] 


LISDNOS 
a 


ny of the 


} 


, 
eaday 


ed toward such activity. 
> codes under the NRA pro- 
‘for the collection of phys- 


ical statistics hithertounavailable. The 
recent consolidation of fact-finding and 
interpreting operations in the Central 
Statistical Bureau is a step of the ut- 
most importance, and one which should 
greatly facilitate cooperation between 
individual workers and the govern- 
mental agencies. 

Within this area lies unquestionably 
the most useful work that planning 
advocates can perform in the immediate 
future. Such measures will be as en- 
lightening during the transitional years 
immediately before us as in their 
ultimate use. They will serve to direct 
the moderate and experimental thrusts 
by which we are already beginning to 
explore our way forward into the plan- 
ning zone. Without them we shall 
remain as blind as we have been in the 
past. We shall neither know where we 
are going, nor how far we have gone. 
Only on the basis of such knowledge 
can we intelligently proceed with the 
altering of our institutions to conform 
them with underlying changes. Those 
changes need not be feared unless we, 
by refusing to see or reckon with them, 
force them to pile up dangerously 
behind obsolete obstructions and thus 
breed disaster. Evolution at its own 
normal tempo harms no one unduly. 
Only when it is stupidly opposed 
does it at length begin to constitute 
a threat. 





THE 


STOCK-TURN FETISH 


By STANLEY J. GOODMAN 


ERTAIN ideas concerning the 
significance of the rate of stock- 
turn have received wide accept- 


ance among merchants and students 
of marketing. ‘To the extent that this 
may arouse the interest of the store 


manager in matters above the daily 
routine of his business, it is of some 
value. The danger is, however, that 
generalizations may be accepted as a 
substitute for, rather than a stimulant 
of, clear thinking. ‘There is a tendency 
in some quarters to make a fetish of the 
rapid stock-turn—to regard it as a 
direct means of reducing expenses and 
to set it up as an index of business 
efficiency. 

It is felt, therefore, that there is some 
need for a reexamination of the question 
from a strictly practical point of view. 
Can any generalizations or principles 
be formulated which the merchant can 
safely apply in his business? 


Some Typical Generalizations Regarding 
Stock-turn 


It is not the purpose of this paper to 
present an exhaustive refutation of 
current theories of stock-turn. The 
aim is merely to show that no general- 
ization can fit all the cases with only 
negligible exceptions. In considering 
some typical current beliefs on the 
subject of stock-turn, it will therefore 
suffice to point out for each one how 
situations might arise where the gen- 
eralization would be false. 

Faster Stock-turn Increases Profit on 
Investment.—The following is a typical 
statement of this frequently encoun- 
tered generalization: 


If a retailer has $10,000 invested jp 
merchandise and turns his stock once at » 
profit of $500, he has made 5% on his 
investment. If he turns his stock twi my 
he makes let us say $1,000 or 10° 
his investment. Overhead expense wil 
almost inevitably be increased with d 
bling of turnover, but will be far less thse 
double.! 


In a sense this proposition is a truism, 
It is arithmetically obvious that jf 
gross margin and total expense remain 
unchanged, an increase in the rate 
stock-turn will mean a higher return 
on inventory investment. But if a 
storekeeper should try to obtain this 
result, he would have to increase his 
sales volume. He would be likel; 
find, in practice, that he could not ste; 
up his volume very much with 
paying for it in added expense 
sacrificing some gross margin. Thus, 
it is quite possible that he might end u 
with a faster stock-turn and a smaller 
profit. 

Speeding up Stock-turn Makes for a 
Lower Ratio of Total Expense to Sale 
This proposition is usually 4g 
by a statement to the effect that, 

a portion of the expenses of mos 
retail establishments is fixed, any 
crease in the rate of stock-turn wil 
result in a lower expense per unit sold 
Unquestionably this will often be t 
case. Yetitiseasy to conceive of man 
cases where an increase in the rat 
stock-turn would be accompanied by 
considerable additional expense. 


For instance, expense for interest 
insurance, and taxes is fixed by 

‘Frey, A. W., and Nystrom, Paul H. Merchar- 
dise Control. New York: Alexander Hamilton i! 
tute, 1927, p. 86. 
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' investment. It follows 
this expense for the investment in 


ise will be less per unit sold, 


.r the rate of stock-turn. ‘The 

t in buildings and equipment, 
might have to be increased 

ler to bring about the higher stock- 

». In order to achieve a larger 
me of sales on the same stock, it 


i’ 


probably be necessary to attract 


customers to the store. The best 

.y to do this might conceivably be to 
ire more expensive premises in a 
r location, to refinish the existing 
or to add to its equipment. 
procedure would increase the 
amount of interest, insurance, 

x expense, and might raise this 


per unit. 
to rent expense, where 
lises were not owned by the 


apply 


The same reasoning 


it always true that salesforce 
per unit sold will decrease with 
rate of stock-turn. It is 
conceivable that the speeding up 
ck-turn might be accomplished 
lucing customer waiting at busy 
is through augmenting the sales- 
Since, at other periods, this 
help might be idle, the 


| 
in the 


d rate of 
resumably be accompanied by a higher 
than a lower wage expense per 


stock-turn might 


1s, without considering other items 
ense in detail, it is clear that the 
r who is studying ways and means 
his business cannot be 


easing 


ident that if 


andise 


turno 


he speeds up his 
ver he can expect 


ver expense ratios. 
f ) . 
4A Rapid Rate of Stock-turn Means 


fewer Mark-down 


lise 


Cssal’ry, 


s.—It is argued that if 


an is moving rapidly, less 
owns for clearance purposes will 


with 


the result that a 


higher effective gross margin will be 
attained. This statement conceals a 
confusion of stock-turn with good mer- 
chandising. If stocks move fast, it 
may be because they are particularly 
well selected to meet customer wants. 
It is true that a store which enjoys 
expert merchandising will not be forced 
into as many mark-downs as a similar 
store with a poorer selection of mer- 
chandise. ‘This condition is the result 
of the better merchandising, however, 
and not of a higher stock-turn. If the 
factor of merchandising is eliminated, 
the generalization is open to question 
because one possible way of speeding 
up stock-turn is by taking more mark- 
downs. If two stores were to have 
identically the same stocks of mer- 
chandise, one might be getting a faster 
stock-turn than the other by the 
expedient of throwing out frequent 
mark-downs as a bait to its price- 
conscious customers. ‘Thus, a rapid 
rate of stock-turn may accompany 
more rather than less mark-downs, with 
a lower gross margin as a result. 
Similar reasoning could be applied to 
the commonly-held view that a rapid 
rate of stock-turn results in fewer 
returns and allowances. 

Other advantages often ascribed to a 
fast stock-turn are the fresher condition 
of stocks, the better styling of mer- 
chandise, and the development of 
greater selling enthusiasm on the part of 
the salesforce. All these things are not 
the results of high stock-turns. They 
are conditions, usually ascribable to 
good merchandising, which may pro- 
duce a rapid rate of stock-turn, but 
which do not always accompany it. 

Operating data for retail establish- 
ments in various fields are sometimes 
used as a basis for generalizations as to 
stock-turn. For instance, when re- 
porting department stores were classi- 
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fied according to rate of stock-turn,? it 
appeared that the stores in the highest 
stock-turn group had the lowest total 
expense per dollar of sales. Readers of 
the Bureau’s bulletins sometimes make 
the mistake of assuming a causal 
relationship between the rate of stock- 
turn and the lowness of the expense 
ratio. Coincidence is not sufficient 
proof, however. In the first place, 
these statistical summaries merely re- 
cord an average relationship, the excep- 
tions to which may be very important. 
Secondly, the stores in one stock-turn 
group might have some other common 
characteristics besides that of stock- 
turn, which might be the real causal 
factors. Finally, stores in different 
groups are probably not comparable, 
because of these other characteristics. 
If, for example, a store in the low stock- 
turn group, doing a volume of business 
of $50,000 a year, were to raise its 
stock-turn without much increasing its 
volume, it would not necessarily be 
comparable with stores with a similar 
stock-turn but with a $50,000,000 
volume. 

Thus, it appears that the generality 
of the commonly-held principles of 
stock-turn is open to challenge. In 
order to arrive at a fair appraisal of the 
place of stock-turn in retail store 
management, the problem should be 
attacked from its practical end. The 
chain of causation is, briefly, as follows. 
Changes in the rate of stock-turn are 
brought about by changes in certain 
elements either inside or outside the 
business. ‘These elements are bound, 
to some extent at least, to affect the 
success of the business. The first 
step, therefore, should be to discover 


* Harvard University, Graduate School of Business 
Administration, Bureau of Business Research, 
Bulletin No. 83, ““Operating Results of Department 
and Specialty Stores in 1929.” 
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the most realistic measure or norm of 
business success, then to find the factors 
which directly affect this norm, and 
finally to trace the effect of changes in 
stock-turn upon these factors. 


Measurement of Business Succes; 


Profits are the goal of retail as of 3) 
other capitalist enterprise. The ques. 
tion now arises as to how to measure 
the achievement of this goal—how to 
find, in other words, the best index 
of business success. Three possible 
indices deserve consideration: dollar 
profits, net profit as a per cent of net 
worth, and net profit per dollar of 
sales. A possible fourth, net profit 
on inventory investment, can be elim- 
inated—the investment in inventory, 
while it may be of prime importance ina 
retail business, does not include in- 
vestment in other vital parts of the 
business, such as buildings and equip- 
ment. It cannot, therefore, reflect the 
efficiency of the business as a whole. 

The ratio of net profit to net worth 
shows how much is being earned on the 
owners’ investment, and is perhaps an 
indication of where further investment 
might be used best to bring the greatest 
return. But while this index is useful 
for the investor, it does not necessarily 
show the efficiency of the management 
as merchants. It would be possible, 
for instance, merely by revaluing as 
sets, so to lower the net worth of the 
business that, although profits hac 
fallen, the per cent earned on net wort! 
would have risen. 

The most popular index of business 
efficiency in the retail field is the net- 
profit-to-sales ratio. This shows how 
much net profit is derived from eac! 
dollar of sales. The weakness of this 
index lies in the fact that it leaves out 
entirely the concept of volume 
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corner grocery store which 

es, av, a $5,000 business a year and 
-s $500 net is more efficient than 
Atlantic & Pacific Tea Company 
‘ts $30,000,000 profit on a sales 
in the neighborhood of a billion 


a practical consideration of store 
ment, volume cannot be omit- 
the final analysis, the business 
ints the largest possible dollar 
He cannot live on ratios. Any 
would trade a store making 
t for one making $10,000, no 
vhat the per cent earned on 
net worth or inventory. If, in 
urse of his business, he can increase 
r profits, he feels that he has 
1 a measure of success. 

dollar profits are affected by 
in the price level. Even if the 
volume of business remains 
a fall in prices might reduce 
llar sales more than it would 
and thus cause a poorer 
If business success is defined, 
as an ability on the part of 
management to produce profits against 
kground of changing conditions, 
in dollar profits might indicate 
management was lacking in 
enough to adjust its policies 
cline in prices. Be that as it 
lar profit is open to some objec- 
1 measure of business efficiency 
‘n different points of time, 
rent price conditions obtain- 
his limitation made, however, 
ild be no objection to the use 
profits to show the relative 
one business as compared 
theratthesametime. Within 
span which concerns the retail 
in his usual decisions, there- 
uld seem that dollar profit 
st realistic and reliable test 

iccess of these decisions. 


+ 
ks 


Immediate Determinants of Net Profit 


The way to evaluate the place of 
stock-turn in store management is, 
clearly, to study the reaction of changes 
in stock-turn upon dollar profits. To 
do this, it is necessary to bring out 
another link in the chain of causation, 
namely, the factors which immediately 
determine the dollar amount of net 
profit in a retail business. 

The amount of net profit in dollars 
which any business makes in a given 
period is determined by three factors— 
the gross margin per cent of sales, the 
total expense per cent of sales, and 
the sales volume. The first minus the 
second gives the rate of profit, and 
this rate, multiplied by the third, the 
dollar volume of profit. No other 
factor is needed to fix exactly the 
amount of dollar profit; this much is 
arithmetically obvious. Hence, if any 
other factor or combination of factors 
has an effect upon profits, it will 
manifest itself through one or more of 
these three factors—gross margin, oper- 
ating ratio, and volume. 

Thus, instead of trying to isolate the 
factor of stock-turn and argue im vacuo, 
it will facilitate a clear understanding 
if an attempt is made to determine the 
relationship between the rate of stock- 
turn and these three profit-determining 
factors. 


Relation between Stock-turn and 
Profit-determining Factors 

Every business decision which in- 
volves some change from the existing 
situation will, if put into action, have 
some effect upon one or more profit- 
determinants. For example, suppose 
a store decides to add to its stock a new 
line of merchandise. Since, if the old 
lines are not changed there is no reason 
to expect their sales to change, the 
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moment the first unit of the new line is 
sold, there will have been an increase 
in one profit-determining factor, vol- 
ume. As will be pointed out below, 
this may be offset by an increase in 
expense ratios—in this case, the interest 
oninventory investment. But, regard- 
less of what the net effect will be, there 
is bound to be a change in volume at 
least. Similarly, if a new building is 
leased, or a new installation of equip- 
ment is made in the present one, the 
expense factor is immediately affected; 
also, perhaps, the volume factor. Fur- 
ther examples could be mentioned; 
indeed, it is difficult to imagine a course 
of action in business representing some 
change which would not affect either 
volume, margin, or expense ratios. 

It follows logically that those courses 
of action or changes which cause an 
alteration in the rate of stock-turn also 
affect one or more of the profit-deter- 
minants and, through them, net profit. 
Reserving for the moment the question 
of whether any generalizations can be 
made, it is apparent that, in any given 
case, the practical way of understanding 
the significance of stock-turn is, first, to 
see how the proposed change in the rate 
of stock-turn is to be brought about 
and, second, to trace through the effect 
of the required courses of action upon 
volume, margin, and expense. 

A rise in the rate of stock-turn may 
involve either one or both of two 
things: (a) an increase in sales volume, 
(b) a decrease in inventory. Under 
the first heading, the rise may be 
brought about in four types of ways: 
through external factors, by better 
merchandising, by lowering gross mar- 
gin, and by increasing expense ratios. 

External Factors.—The rate of stock- 
turn may be accelerated by the impact 
of external factors beyond the control 
of the management. A sudden increase 
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in the general demand for consumer 
goods might cause a rise in a give 
store’s sales volume, without aNy action 
on the part of the store’s management 
Thus gross margin need not change 
and the added volume might even lowe; 
the total expense ratio. Similarly. 

rise in the price level would swell the 
dollar volume of sales, would probably 
raise the effective gross mergin, an 
might lower the expense rativ. In both 
these cases, the resultant rise in the rat 
of stock-turn would be attended by 
favorable changes in the profit-deter. 
mining factors. 

Better Merchandising.—lf a store ig 
able suddenly to improve the quality of 
its merchandising and offer the cu- 
tomers a better selection of goods, even 
if the investment in inventory remains 
the same, the sales volume will probably 
expand. If the improvement in mer- 
chandising is attained without any 
change in pricing or in expenses, the 
resultant increase in the rate of stock- 
turn will obviously have a favorable 
effect on profits. 

Lowering Gross Margin.—By and 
large, more of a commodity can be sold 
in a given market at a low than ata high 
price. ‘Thus, presumably, a store may 
step up its sales volume either by 
pricing its goods lower (i.¢., taking a 
smaller initial mark-up), or by taking 
more mark-downs. In this way, 2 
larger volume can be attained on th 
same inventory, and hence the rate 
stock-turn accelerated. It is impos 
sible to say, however, whether the 
increased rate of stock-turn obtained 
in this way would be profitable o 
unprofitable. Both profit-making an¢ 
loss-making changes have occurred ! 
the profit-determining factors. Vo: 
ume has increased and also, perhaps, 
expense ratios decreased—both proit 
making changes. Gross margin ha 
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jecreased—a loss-makingchange. The 

e effect, on profits, of this rise 

the rate of stock-turn would vary 

rom case to case, and would depend 

non where the balance between these 
tors lay. 

Increasing Expense Ratios.—lIt is pos- 
to increase the volume of sales 
he same inventory without any 

change in pricing, by means of various 

activities which involve expense. For 


instance, securing a better location 
would probably step up sales, but at 


time would increase rent 
| An advertising campaign, the 
nstallation of an air-conditioning plant 
the summer, or the holding of special 
bitions would tend to swell the 
in the store and thus increase 
but this would also involve 
iditional expense. ‘The ratio of total 
pense to sales may or may not be 
ed result. If it is not, the 
euver is obviously profitable; if 
raised, it will depend upon the 
lividual case as to whether the profit- 
king factor, increase in volume, is 
powerful than the loss-making 

r, increase in expense ratios. 
more rapid rate of stock-turn may 
be obtained by reducing inventory. 
e different items of merchandise sell 
lifferent rates, by purging a store’s 
k of the slower-moving items, the 
rage rate of stock-turn could be 
If the eliminated items had 
id at all before, however, this speeding 
fstock-turn would be attended by a 
sales volume. Expense 
might be slightly improved. 
here the policy of reduction in inven- 
is carried to the point of extreme 
nand-to-mouth buying, moreover, there 
would be an important effect upon gross 
margin. The manufacturer, faced with 
the additional costs of small-lot produc- 
frequent deliveries, and extra 
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handling, would probably shift at least 
a portion of these costs on to the 
purchasing retailer, who would then 
find his gross margin diminished. The 
ultimate effect upon net profit would 
again depend upon the relative efficacy 
of these three factors. 

Although only increases in the rate 
of stock-turn have been here considered, 
it is possible, by reversing the reasoning, 
to understand the implications of a 
decrease in the rate of stock-turn. 

One principle stands out clearly 
from the above treatment of the rela- 
tionship between stock-turn and profits. 
The result achieved when either a rise 
or fall in the rate of stock-turn occurs 
is not the effect of stock-turn itself, 
but is caused by the changes which 
produce or accompany the altered 
stock-turn figure, in their reaction on 
the profit-determinants, sales volume, 
gross margin, and expense ratios. 


Invalidity of Generalizations as to Effect 
of Stock-turn 

That generalizations as to the effect 
of increasing or decreasing stock-turn 
are not possible will best be shown by 
considering a few imaginary, but possi- 
ble cases. In the following examples, 
two stores of the same type, with the 
same type of inventory, are considered 
as operating at the same time. 


TaB.Le | 





Store B 


Store A 


$1,000,000 
200 , 000 
5 times 
290, 000 
270,000 
20,000 


Sales... 
Inventory 
Stock-turn 
Gross margin 
Total expense. .| 
Net profit. oe 


, 000 , 000} 

250,000 

4 times | 

300, 000} (29%) 

280,000} (27%) 
20, 000] 





rapid 
mean 


The 


Here is a case where a more 
rate of stock-turn does not 
greater merchandising efficiency. 
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two stores, one with a stock-turn 
of four times and the other of five 
times, earn the same net profit. Store 


A, with a larger inventory, can charge 
its customers more for the additional 
service of maintaining a wider assort- 
ment. It has thus been able to realize 
a margin enough higher to cover the 
additional expense of carrying the extra 
stock. In other words, the _profit- 
making factor, higher margin, was 
exactly offset by the loss-making factor, 
higher expense; and, volume remaining 
the same, the net profit result was 
equally good in both cases. 


TaBLe II 








Store A Store B 

Sales $1 , 000, 000) $1,250,000 
Inventory 250, 000} 250,000 
Stock-turn 4 times | 5 times 
Gross margit (30%) 300, 000} (30%) 375,000 
Total expense (28%) 280,000} (28.4%) 355,000 
Net profit 20, 000} 20,000 

Here both stores have _ identical 


stocks, priced the same, and purchased 
with equal skill. Store B, by an 
advertising campaign or by some pro- 
motional scheme, was able to achieve 
a larger sales volume on the same stock, 
and hence a higher rate of stock-turn 
than Store A. In doing so, however, 
the profit-making factor, added volume, 
was exactly offset by the loss-making 
factor, additional expense ratio. Thus, 
although Store B turned its stock 
five times a year to Store A’s four times, 
its operations were no more successful 
than those of the latter. 

30th stores had the same inventory, 
the same degree of 


purchased with 
Store B priced 


merchandising ability. 
its stock lower, causing sales volume 
to increase, and turnover to rise to five 
times. At the same time, although 
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dollar expenses increased to take care of patently 
the additional volume of business, th. generaliz 








total expense ratio declined somewhg:. of stock- 
1.€., expense per dollar of sales was les; | bu: 
The net result, however, in spite of the 
differences in stock-turn, was the sam Conclu. 
in each case, because the profit-making 
factors, more volume and lower expense 
ratio, were exactly offset by the loss. In the 
making factor, lower gross margin. stock-tur 
[ 
Taste III Sales to 
Store A | Store B ¢. we "4 
eee $1,000,000 $1, 260.000 U - 
Inventory. . 250, 000] on oni Assets, 
Stock-turn | 4 times 5 times ment in 
Gross margin. -| (30%) $00, 000) (28%) 350,00 ae ales 
Total expense. .| (28%) 280, 000) (26.4%) 330,00 
Net profit. | 20, 000} 20,000 investme! 
_ chanaise 
; turnover 
Although imaginary, the foregoing een 
cases are by no means unreal. They and the 
are typical examples of how an increase partial. 
in the rate of stock-turn might not ratios an 
increase the profitability of a retai eneral | 
business, and would not signify more profit-cre. 
efficient management. It would be practi 
just as plausible to have the B stores two cases 
with the higher rate of stock-turn show nd the s 
smaller instead of equal net profits. Mi interest 
The important thing is the fact that in the one w 
each case the profitability or ut the better 
profitability of the step taken was to the ex 
decided, not by what happened t tional inv 
stock-turn, but what happened to the business 
three profit-determinants, volume, mar there is 1 
gin, and expense ratio. Moreover, the J the busin 
conclusion which these cases bring nly t 
out is the fact that, although changes 0 HM core int 
the adc 


stock-turn are always accompanied } 
changes in volume, margin, and par \ 

expense, the variety of combinations What | 
of different changes in these factors 
which may in fact obtain any give with 
change in stock-turn is practically 
unlimited. This being the case, !t 
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ently impossible to make any valid 
ralization about the relationship 
-k-turn to the profitability of a 


iness. 


n—The Place of Stock-turn in 
Store Management 


final analysis, the rate of 
rn is merely an accounting 
here are other turnover ratios: 
otal Assets, or the turnover 
tal investment in a business; 
Net Worth, or the turnover of 
rs’ investment; Sales to Fixed 

the turnover of the invest- 
plant. Sales to Inventory 
e turnover of that part of the 
‘nt which is tied up in mer- 
In each case, these 
ratios show the relationship 
the volume of business done 
either total or 
any one of these 
ind set it up as an index of 
business efficiency or as a 
eating factor is neither logically 
As between 
, both with the same volume 


To take 


e same rate of net profit before 


on that volume, obviously 
with the smaller investment is 
r. It is better, however, only 
extent of the cost of the addi- 
nvested capital which the other 
s is forced to use. So long as 
no acute shortage of capital, 


to earn enough extra net profit 


interest to make up for the cost 


lditional capital, to put it ona 


th the other business. 


1 
} 


nas 


been said about invest- 


turnover ratios in general applies 
jual force to inventory turnover 


k-turn in store management. 
hant is justified in adding to his 
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inventory, so long as he can either 
increase his sales volume or raise 
his gross margin sufficiently to cover 
the cost of the additional investment, 
plus any other costs which may arise. 

The foregoing analysis is intended to 
show that the rate of stock-turn has no 
direct causal relationship to profits. 
The direct factors are volume, margin, 
and expense, and, through them, a 
host of subsidiary factors which con- 
stitute the framework of retailing. 
The store manager, when considering 
a course of action, must use his judg- 
ment to foresee the effects of the step 
on these profit-determining factors. 
He should act only when he is convinced 
that the net result will be profitable. 
This sort of thinking transcends the 
sphere of stock-turn principles, and 
penetrates to the fundamental causal 
factors. 

The successful store executive must 
show generalship in manipulating these 
three basic factors of his business profit. 
Broadly speaking, he can secure more 
volume by sacrificing either some gross 
margin or some expense or both. It is 
his job to decide when, where, and to 
what extent the sacrifice is to be made, 
on the basis of his estimate of the results. 
If he does this well, the rate of stock- 
merely be an _ interesting 
summary of part of the 
major instrument of 


turn will 
statistical 
set-up—not a 
control. 

The rate of stock-turn which is ideal 
for any particular business should, 
therefore, be determined by the nature 
of the business. ‘This is true of 
different stores in the same line as it is of 
stores in different fields. Just as a 
jeweler with a low stock-turn rate is not 
necessarily a poorer merchant than the 
tobacconist with a high rate, so also 
the grocer doing a high-class charge 
with a slow stock-turn is 


as 


business 





no worse off, necessarily, than the 
grocery chain operator with a rapid 
stock-turn. 

That good merchandising—+.e., buy- 
ing the best merchandise at the lowest 
price—is profitable for any business in 
any line is a foregone conclusion. This 
is the common factor which must be 
borne in mind as applying in any case 
which may arise. That good mer- 
chandising does result in a higher rate of 
stock-turn cannot be denied. But that 
the converse is true in enough cases to 
make stock-turn an index of mer- 
chandising efficiency has been demon- 
strated above to be false. 

From the practical standpoint of 
store management, therefore, stock- 
turn must be discarded as a major 
instrument of control. ‘The store man- 
ager should do his thinking in terms of 
the direct factors in profit, volume, 
margin, and expense. He must first 
define the nature of his business. ‘This 
will guide him in discovering the ideal 
balance between these factors. If his 
merchandise sells primarily on a price 
basis—1.e., if the elasticity of demand 
for his merchandise is high—then he 
must rely on price to build volume. He 
must combine good merchandising with 
as low a gross margin as he deems wise 
to give him the desired volume of 


business. ‘Taking this volume, he must 
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then carve out as large a dollar profit 
as possible by reducing expenses. (ne 
of the ways of reducing expenses js tp 
keep the inventories down, since this 
reduces the interest expense per dolla; 
of sales. Thus he should keep in- 
ventories down to the minimum cop. 
sistent with an adequate assortment, 

If, on the other hand, his business 
is of the type where volume is built. 
not on a price, but on a service basis, 
then his emphasis cannot be on cutting 
expenses. He will, in this case, find 
the ideal balance by creating volume 
through the right kind of expenses, and 
he can make the maximum dollar profit 
by good merchandising plus a higher 
gross margin. ‘The higher gross margin 
is possible in this case, because of the 
lower elasticity of demand for 
merchandise. 

This, then, is as far as it is safe t 
generalize. Viewed thus, the rate 
stock-turn cannot be accepted as a 
direct instrument of controi in the 
mercantile business. The merchant 
must do his thinking in terms of the 
three basic profit-determining factors, 
sales volume, gross margin, and expense 
ratios. Any short-cut, whether or not 
it is in the guise of stock-turn principles, 


which tries to avoid this type 
business thinking is dangerous an¢ 
misleading. 
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THE CONSTRUCTION INDUSTRY AND ITS 
DIFFICULTIES—EFFECT OF THE 
PUBLIC WORKS BILL 
By DEAN C. JENKINS 


census showed that 15.4% of the total 
number of workers in the construction 
HE decline in the construction industry were unemployed. At this 
industry has now extended over time 395,000 construction workers were 
five years. An understanding of ‘“‘out oi a job, able, and looking for 
» depressed status of construction is work.’ The census was taken in April 
forded by the following figures for the when construction work is_ usually 
value of contracts awarded, as reported active. In addition, 1930 was a year 
the F. W. Dodge Corporation, for when construction by public utilities 
37 eastern states: was abnormally increased at the re- 
quest of the President for the purpose of 
cushioning the depression. ‘The record 
penis for the year 1930 shows a decline in the 
1929 | 1930 | 1931 / 1932/1933 industry of only 21% from the previous 

2, 366|2, 502|2, 90] 1,974|1, 119] 481| 404 re and 3270 from the high for all 
573/2,794|t,9x6|r,10x/ 811/280) 249 time in 1928; in contrast, the total value 
264|1,338|,248|r,448|r,163| soo] 603 of construction work for 1933 shows a 


Construction and Unemployment 


e I. Construction Contracts AWARDED 
(In millions of dollars) 





1927 | 1928 





6,303/6,634/5,754|4,523/3,093|1,351|1,256 loss of 78% from the 1929 level, and 
| | | | 81% from the peak in 1928. With a 
| 13 a 32} 56) construction industry operating at ap- 
Nite proximately 20% of 1928-29 capacity, 
depression in the construc- the depressing effect on other industries 
industry has been a direct and ismarked. Various estimates of unem- 
tributing cause of widespread unem- ployment due to loss in construction 
in the many industries sup- activity seem to center at about two 
ying building materials and in related million employees directly affected in 
It has been generally estimated? the construction industry, and at least 
( ach man employed in actual four or five million indirectly in factories 
nstruction two or more men are and transportation services. It is ap- 
ed in the manufacture of mate- parent that the construction industry 
1 in necessary transportation affects national business conditions to 
In 1930 the unemployment an important extent. 

The virtual stagnation of this impor- 
stration of this industry together with tant industry has been indicated. Let 
at stabilization were discussed by . ~ 
lubbard. “The Construction Industry in US €X@Mine the sources of the difficul- 
Attempts at Stabilization,” xr ties. “These may be found largely in 
SINESS REVIEW 2, January, 1933, p. 146. maladjustments due to credit inflation 

analysis, see Gill, C. Corrington, “‘Con- . 14° : 
Matintion,” a Sauteed of the Asmorleen and speculative building, to promotion 
\ssociation 181, March, 1933, p. 31. of unwise, poor income-producing proj- 
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ects, and to high costs of building 
construction. 
Credit Financing 

Difficulties due to poor credit risks 
could probably be minimized except 
for the interrelation of this phase with 
the high cost of many existing struc- 
tures. Loans and mortgages were made 
in good faith in the vast majority of 
cases, but were based on a false pros- 
perity and an insecure level of prices. 
When the depression brought lower 
incomes, leases were broken and losses 
in occupancy occurred. Lower rents 
became necessary. ‘These factors com- 
bined to cause financial embarrassment 
even in projects which were not poorly 
planned or speculative in nature. 

An excessive amount of building 
construction took place in our cities, 
mainly in the form of apartments, 
apartment hotels and office buildings. 
New York City is a leading example. 
Total real estate credit financing in 
metropolitan New York, as of Decem- 
ber 31, 1932, has been estimated at 
$3 billion. ‘The increases in guaranteed 
mortgages held by the four largest title 
and guarantee companies in New York 
are shown, as follows: 


GUARANTEED MortTGAGEs_ AND_ CERTIFI- 
CATES OUTSTANDING 


Taste II. 


(In millions of dollars) 





1913 |1921| 1929 | 1930| 1931 


7" | 
Bond and Mortgage Guaran- | | | 
| 


tee Co . : 258| 776) 862) gar 
New York Title and Mortgage | 

Co. ia lee acl ee 60 6390) 703 729 
Lawyers Title and Guarantee! 0.3) 38 200} 2190) 224 
Lawyers Mortgage Cx 138.0} 134) 395! 420) 435 











Total 138.3) 490)2,010/2,204/2,309 
i | | 





Source: Clark, Evans, The Internal Debts of the 


United States. New York: Macmillan Co., 1933, 
P- 75- 

There has been a large increase 
in mortgage debt on urban property 
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throughout the entire country. |; ; 
impossible to tell how much of th 
represents the financing of new cop. 


struction. 


improvements are included. 
proportion is undoubtedly for othe; 
purposes than construction, particularly 
the increases in loans by life insurance 
companies after 1929. The data give 
in Table III cover the three larges: 


sources of real estate loans. 


Loans for remodeling an; 
A sma 








Taste III. Ursan Reat Estate anp Nowra 
Mortcaces HELp By 
(In millions of dollars) 
Building | Life Mutual 
| and Loan | Insurance| Savings ; 
Associa- Com- and Other ” 
tions | panies | Banks 
| | | 
1913 | 1,148 919 | 2,906 | 4,973 
1921 | 2,659 | 1,326 | 4,383 | 8,368 
1929 | 7,791 §,242 | 9,264 12,2 
1930 | 7,760 | §,564 | 9,236 }22,560 
1931 | 7,210 | 5,730 | 9,135 |22,075 
| | 


| 





Source: Clark, 
States, p. 76. 


The Internal Debts of the United 


Another important field in 
construction has outrun our ability ! 
pay is in the wide expansion of our roa¢ 
improvements 
and increased speed of motor cars have 
brought a need for more and better 


systems. 


roads. 


Mechanical 


which 


States and counties have beer 


compelled to finance new work wit! 


bonded indebtedness, in spite of lar; 
ederai 


increases 


the national debt. 


portions of state and local budgets ar 
spent on highway construction. : 
though state and local government bor 
issues serve many purposes, the larges 
proportion is used to finance construc 
include 


tion 


in tax rates. 
aid has been given to road constructio! 
but not at the expense of an increas¢ 10 


projects; 


these 


Some 


f 
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ye 


Much larger pro 
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4 
Al- 


roaas, 





public C 
tabulatio! 
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capita ae 


1902 


$18.07 in 
especially 
public del 
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This may 
is quite 
increment 
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effect on 
above. ‘ 
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between 
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C mmitte 
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_water supply and sewerage sys- in construction prices above the 1913 
[he large increases in public level.’ 
therefore, indicate to a fairly The annual service on this debt is 
extent the amount of credit now becoming a severe burden. ‘Taxes 
which has been required for are already high at a time when relief 
construction. The following measures are necessary. In 1932 the 
ation shows both total net debt Bureau of Agricultural Statistics “es- 
ting sinking funds) and per timated that 1931 taxes were delinquent 
lebt; the latter increased from on nearly 40 million acres in § states. 


Ls 


Taste IV. Pusiic Dest—(Exctupinc FEepEerRaL GovERNMENT) 





Incorporated ’ 
P State and Local 


b i lac O a . 
States | Counties ee ee et) Sad Mas Be 
Civil Divisions 


Total in Total in Total in Millions | Total in 


Millions Capita | Millions Capita Millions | Capita 








$ 3. $2.51 | 781 | $3,137 $18.07 
2.80 | 434 | 1,869 23.77 
4.33 3,104 3,822 39.88 
13.18 6,481 | 8,689 79.09 





i 


* 


16,570* 132.7 





ark, Internal Debts of the United States, p. 258. The estimate for 1932 is based on reasenably accurate records 
lebts of local governmental agencies were computed from the 1922 census of public debt by adding new obli 
i and deducting for annual retirements. 
: “Statistical Abstract of the United States,” U. S. Dept. of Commerce, 1933. 


$18.07 in 1890 to $132.75 in 1932. Itis ... More recent statistics indicate 
ially noteworthy that the trend of a more widespread delinquency and 
lebt turned upward about 1900, higher ratios of uncollected taxes.’ 
the automobile was introduced. 
s may be a mere coincidence, but it I adie Wisne 
juite significant that the largest 
rements occur in the post-war period Although there have unquestionably 
the entire country embarked ona been maladjustments on the credit and 
pread program of better roads. financial side of the construction in- 
ding and construction contracts dustry, in conjunction with the general 
let in the post-war period at economic disturbances of the post-war 
lprices. This has had a marked period, these difficulties have been 
n the total bonded debt listed aggravated by the high cost of building 
_ Computing all state and local construction. Wages paid to construc- 
wings for construction projects tion labor and high material prices are 
etween 1914 and 1930, Dr. Clarence the important factors in these high 
in the Report of the President’s 
ittee on Social Trends finds that 
million out of $14,181 million oe 
1 issues were a result of inflation ‘ [bid., p. 267. 





w 


—s) 


The following tabulation gives an 
index of wage scales paid since 1919 in 
twenty-two building-industry trades 


TaBLe V* 





i 
Index Number | Index Number 


Year 





ase of Wage Rates of Wage Rates 
a a — 
1919 100.0 | 1926 153.9 
1920 129.2 i 1927 156.9 
1921 129.2 : 1928 | 156.9 
1922 126.2 | 1929 } 161.5 
1923 548.3 | 1930 | 166.2 
1924 | 146.2 } 1931 | 158.4 
1925 149.2 | 1932 | 144.8 
' ! 





* This information is based on reports in the Architectural 
Record, January, 1933, of data furnished by the National 
Association of Builders Exchanges and com | by the 
Division of Statistics and Research of the F. Jodge 
Corporation. 


As startling as these increases in 
wage scales are, it must be recalled 
that they were accompanied in the 
prosperous years by a general falling 
off in efficiency of labor. It has been 
stated, however, that despite a slightly 
smaller production per workman the 
actual output per man-hour was in- 
creased by better designs and materials, 
and improved mechanical equipment, 
tools and methods of work. It is also 
important to remember, in studying 
the above data, that a significant 
increase in construction wages had 
already occurred from 1914 to I9gI9Q, 
which was reflected in higher building 
costs. (See Chart I.) In fact, wages 
increased substantially after 1900. In 
a study of hours and wages in the build- 
ing trades, Paul Douglas states: ‘‘Up 
to 1914, the building trades ai been 
able to secure an appreciably larger 
increase in real hourly wages than either 
the union or pay roll group in manu- 
facturing. Thus, their real hourly 
index in that year was 17% above the 


average of the nineties (1890-1899) 


5 Real Wages in the United States, 1890-1926. 


Boston: Houghton Mifflin Co., 1930. 
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while that of the unionists in many. 
facturing was 4% below their corre. 
sponding base period.” 

Owing to lack of dependable data op 
actual earnings of construction workers. 
it is impossible to make accurate com. 
parisons with wages paid in manufac. 
turing industries. Mr. Douglas has 
used “‘full-time weekly earnings” in his 
studies of the building trades. Since 
there is so much drift from job to job 
among construction workers, there are 
no data available similar to the “ap- 
nual money earnings” per work- 
man given for various manufacturing 
industries. 























Taste VI. Inpex Numpers or Money Eaanincs 
PER WorRKMAN (1919 = 100) 
I a | 
, ron an | 
or og a _ Steel Auto All 
| Machine | Blast | Works and | Manu. | Peco 
> ers 
| a Furnaces Mills 
| ! | 
l Reg 
1919 100.0 | 100.0 100.0 | 100.0] 160 
1921 76.2 65.2 59.5 76.8 84 
1923 119.0 99.6 105.8 124.8 | 109.0 
1925 124.2 96.5 100 8 13r.2 | 
“eee pposesenes 100.3 125.3 | 
Source: Earnings of Factory Workers, 1899-19 


(Census Monograph #10), U. S. Bureau of the Census, 
1929. 


While the increase in average wage 
rates in the meebeing trades has been 
shown as 56.9% in the eight years from 
I9Ig to 1927, this is not necessarily 
comparable with the changes in money 
earnings in the above table. The latter 
figures reflect the unemployment and 
reduced hours in 1921. Building and 
construction have been especially active 
from 1922 to 1929, so that the number 
of hours worked in this period have been 
high, and annual earnings, therefore, 
should have been correspondingly high. 

There is some reason for greater per 
diem wages in the building industry ¢ 
to irregularity of employment and ie 
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ependence of some trades on weatier 
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‘ons. It would be interesting to proportion to the decline in rents and 

whether the total annual wages of the average cost of living. The £ngi- 

ction workersisalso greater than neering News-Record (ENR) index of 

os of equally skilled mechanics building costs shows that in 1920 these 

ufacturing industries. Strictly were 283.7%of 1914 costs. (See Chart 

mparable data, however, do not II.) Comparison with the cost of 

[he 1930 Census (15th U. S.) _ living indexes (National Industrial Con- 

Construction Industry made ference Board) shows that there was a 

ble for the first time an average considerable lag in rents. ‘The cost- 

| wage, amounting in 1929 to of-living index for housing showed an 

71 per workman in all classes of increase of 84% by 1924, and a more or 

tablishments. Compared with this less steady decline since that time. 

An average of the first ten months’ 

ng annual wages paid in several figures for 1933 shows that both rents 

nt manufacturing industries re- and food have virtually returned to the 

ing approximately the same sever- 1914 level, while the cost of construc- 

nanual labor: tion, as measured by the ENR Index, 

still remains 87.2% above 1914 building 

costs. 

«i Mette a... tea The ratio of building costs to general 

ad Steed Blast Becmeans... 1,552 wholesale prices has been slowly in- 

| Steel Works and Rolling creasing over a long period of time, due 

: aT 1,059 to more restricted opportunities for use 

here a large variation in wages of machine methods in construction 

liferent sections of the country. work.® However, this gradual increase 

1930 Census of the Construction is insignificant compared to the large 

shows that average annual jumps in building material and labor 

er workman paid in the Middle costs during the World War and in 
district were $2,2700n masonry subsequent years. 

tracts and $2,830 on plastering These high costs together with the 

ing subcontracts. The actual concurrent effects of the depression 

paid to skilled mechanics would have resulted in two forms of serious 

higher since the averages given loss to property owners in the years 

t only bricklayers, masons or from 1929 to 1933: first, lower incomes 

s but also their labor helpers. from rentals, which in many cases have 

ee in turn caused, second, losses from 

iulding Material Prices mortgage foreclosures. The general 

has been not only a large public has also suffered from a smaller 

in wages paid in construction, proportionate decline in rents than in 

a higher level of building other costs, at least in the earlier years 

prices. These two factors of the depression, due to attempts to 

| the total costs of building maintain income from properties sufh- 

n considerably, as shown in cient to meet carrying charges. A lack 

Building material costs now of incentive for new capital is caused 

nsiderably above the 1914 


AveracE Wace, MANUFACTURING 
INDUSTRIES, 1925 


The decline j Q22 : 8 OF 6 McSweeney, Thomas F., ‘‘Consequences of 
€ in 1933 to I¢ /O Inflation on Construction,” 110 Engineering News-Rec- 
1914 level has been small in ord 18, May 4, 1933, p. 564- 





Cuart I. 
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TION FROM I9I4 TO 1933 
1914 = 100 
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se conditions, by the overexpan- tion and appropriations for military 
nstruction projects in many posts throughout the nation. 
ind by the fact that building The two chief reasons for expanding 
are still disproportionately high. public works are, first, as a temporizing 
ition, lower cost construction measure to provide for unemployment 
lower rents would increase relief and, secondly, as a means of 
‘ial difficulties of existing leveling the business cycle, thus acting 
(theoretically) as a stimulant for indus- 
try in general. As a relief measure, 
public works are admirable if projects 
of an income-producing character can 
be found. However, the fact that relief 
light of these conditions it is work is practically a “dole”’ is generally 
d appropriate to discuss the obvious, especially to the worker. The 
f the Public Works Program. result often is that he loses initiative, 
s have been made to stabilize particularly in seeking a position of 
stry through public construc- economic self-sufficiency. 
y extension of public credit Whether the execution of a Public 
the Reconstruction Finance Works Program will achieve the second 


Public Works Program on 
‘onstruction Industry 


ition.? Hubbard has shown objective, namely, to revitalize private 

rough 1932, private construc- industry, remains to be seen. ‘There 

rojects, both residential and are three major obstacles to be over- 

rcial, shrank in volume faster come: first, to maintain the confidence 

iblic works could be increased. _ of the investing public so that privately 

ce June, 1933, the Federal Govern-_ initiated projects will be ready as the 

has been definitely committed Government gradually withdraws from 

1 $3,300,000,000 program! of public its program; second, to raise the general 

truction, including public buildings, price level while holding building costs 

ays, 1iver and harbor improve- stationary, so that a normal relation- 

levelopment of water power and _ ship will result; and third, to find a 

ion of electric power, flood sufficient volume of sound projects of 

and low cost housing. This _ self-liquidating character to prime the 

an integral part of the pump and put the unemployed back 

Recovery Act, also contem- towork. Several factors seem to make 
grants to states and municipal-_ the result doubtful. 

s for construction projects up to 30% As already stated, privately-initiated 

st of labor and materials. construction projects have tended, until 

ire permitted under certain the end of 1933, to shrink in volume 

ns to both public and private faster than public works could be 

tions for bridges, tunnels, docks, increased. Private investors are in- 

ks, canals and markets, which clined to hold back due to the losses 

:d to public use and self- brought on by the depression and, in 

iting in character. The program addition, because of uncertainty as to 

ides extensive naval construc-_ the effect of the Government’s program. 

. . This tendency is aggravated by the 

pence I inherent delay in executing a building 


of the total has been allocated to ‘ . 
1 agricultural advances program because of the time required 
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for completion of plans and necessary 
preliminary work. 

With regard to correcting the dis- 
parity between construction and other 
costs, public-works projects may affect 
prices adversely. In anticipation of 
government purchases for public-works 
requirements, building-material prices 
tend to rise. The result is often a 
higher cost than originally estimated. 
Thus we have another cycle of relatively 
high-cost construction, which in all 
probability will be followed by a re- 
newal of the difficulties and losses 
already discussed. 

The situation is similar with regard 
to labor costs, as full union wages are 
paidon public-works projects. Itisnot 
surprising that labor unions attempt to 
maintain wage scales on government 
financed projects. From an economic 
viewpoint, however, the Public Works 
Administration should pay slightly less 
than the current wage scales in order to 
provide labor with an incentive to look 
for employment on private projects. 
If this were done, there would be less 
tendency for the sources of private 
capital to dry up, and for losses in 
private construction to offset the expan- 
sion of public works. 

The chief difficulty of such a program 
is to find self-liquidating projects where 
private initiative has not been able to 
operate. Such projects are few in 
number for two reasons: first, in the 
prosperous years financially sound pro- 
motions, based on real need, were built, 
and it was not until much later when 
speculative ventures were brought for- 
ward that the depression arrived; and 
secondly, with smaller incomes at the 
present time we are less able to pay for 
even desirable projects. When new 


dams and water power projects are pro- 
posed, it is necessary to find markets 
for electricity; and current power pro- 
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duction is still below the 1929 peak ip 
every section of the country! At the 
end of 1933 electric power productioy 
on the average was about equal to that 
for the year 1931. The construction 
of new irrigation projects, bringing 
additional acreages of fertile land under 
cultivation, forces the abandonment of 
“marginal” lands with higher produc. 
tion costs, at the same time that farmers 
must face the competition of the 
““back-to-the-farm” movement. Even 
the benefit of improved means of 
transportation, roads and waterways, 
must be questioned on the basis of the 
relative cost in taxes, and the possible 
losses inflicted thereby on already hard- 
pressed railroads. 


Concluston—Costs and Effects 


While it is true that public works 
provide needed employment, the cost 
of this program is a serious matter. 
Financing the bond issue required for 
the $3,300,000,000 expenditure’ will 
cost $220,000,000 annually. Congress 
has provided new taxes, and also a 
direct levy on the capital of American 
business corporations amounting to 
one-tenth of one per cent of their net 
worth. The imposts laid originally on 
gasoline and corporation dividends have 
recently been replaced by liquor taxes. 
In addition to the interest and amorti- 
zation costs, an important consideration 
is the effect of the necessary federal 
financing. Increased Treasury financ- 
ing and long-term bond issues will raise 
the costs of future financing and maj 
even affect the value of existing invest- 
ments in government bonds. 

The net result of the Public Works 
Program is to build a larger nationa 
debt with higher interest and amortl- 
* As this goes to press it is currently rej 
an additional $2,000,000,000 will be requeste 
public-works construction. 


rted : 


J ior 


G 








T 


zation ch 
constructe 
taxes mus 
tax deliq 
The issue ¢ 
securities 
assets un 
nearer th 
inflation a 
the easiest 
Finally, 
effect this 
long-term 
industry. 
ward agal 
public wo 
true that 
built up t 
for some 
retrenchm 
Governme 
be many } 
struction V 
industries 
up to ove 
probable, 
given by 
1 


ment crec 





the 
€ 


iInaust 








THE CONSTRUCTION INDUSTRY AND ITS DIFFICULTIES 387 


Unless the projects 


1 
charges. 


rationn 
alivss 


nstructed are self-liquidating, higher 


must be levied. ‘The increase in 
tax deliquency has been indicated. 
The issue of more and more government 
urities for conversion into fixed 
unquestionably is bringing us 
nearer the point where uncontrolled 
nflation and debt repudiation will be 
easiest escape from the dilemma. 
Finally, we must inquire as to the 


te 
aSSCts 


effect this program will have on the 


ng-term welfare of the construction 
If business does start for- 
ward again due to the expansion of 
public works, it will nevertheless be 
rue public construction will be 
ilt up to the full needs of the country 
r some time to come. A policy of 
retrenchment must be adopted by the 
Government in due time. It will then 
be many years before new public con- 


loetr 


truction will again be required. Many 
ndustries of the country are now built 
ip to overcapacity. It is exceedingly 
probable, therefore, that the impetus 
given by public works built on govern- 


lit may subject the construc- 


tion industry to additional years of 
depression. 

The Government’s policy has been 
explained as twofold in purpose. If 
unemployment relief is contemplated, 
it is much better to pay wages for value 
received in work, and avoid the un- 
desirable psychological effects of an 
outright “‘dole.”” Thus we shall meet 
the requirements of social justice. 

The policy of borrowing on our future 
to finance the unemployed is one which 
cannot long be continued. The chief 
problem of the Government, no less 
than of individuals, is the balancing 
of the budget. Finding work for our 
unemployed is also an imperative ques- 
tion, but industry cannot be expected 
in the near future to take back all who 
were employed in our years of prosperity 
and inflation. As soon as those who 
cannot be reabsorbed return to the soil 
and find their own means of livelihood, 
the Government will be able to with- 
draw from the subsidizing of public 
works with greater benefit to the coun- 
try as a whole, and ultimately to the 
construction industry as well. 
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